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Wounded Feelings : Angered Nation 


We have been violated repeatedly—that too, for ages. And all along, we have 
been failing even to react to these violations befittingly. It is the chalta hai—“it 
goes”—attitude which has pervaded the whole of India, from Kanyakumari to 
Kashmir, since ages, that has allowed things to come to such a pretty pass, that 
even under the regime of modern dispensation of governance no one bothers to 
perform what they have been hired for. 

The net result is: our cities, local trains, and even our Parliament building— 


à all have become a soft target for terrorists to mock at. And today, it is the turn 
(esos our financial capital: Mumbai. Terrorists could walk out of the Arabian Sea 


straight into Mumbai as easily as not, and strike at its iconic buildings, freely 
moving around as though they owned them. They could also engage the 


» national security guards in a fierce battle for almost 60 hours at a stretch. 


The tragic and poignant images of the siege of Trident Oberoi, Taj Palace 


ead Nariman House and the damage inflicted on these iconic buildings that 
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resent the pride of Indian economy and its inmates consisting of business 
-y-oons of India Inc. and the foreign visitors, telecast live by the visual media 
ere watched by the people in shock and awe sitting in the living rooms across 
the country—all in utter disbelief about the ineptitude of the authorities that 
let ten goons take the nation for a ride. i 

Sadly, in that deadness of the sound, the victims of the free-firing terrorists 
at the Chhatrapati Shivaji Railway Terminus—the soul of India—were all 
relegated to the margins of inconsequentiality. It is a pity that in the focused 
attention of the media on the icons from South Mumbai, little has been heard of 
the fate of the poor victims of the CST—a reflection of our skewed and sordid 
state of concern for the aam admi, while it speaks volumes about the stoicism 
of jostled classes. 

Nonetheless, the mayhem created by the terrorists and watched for long by 
the nation has evoked empathy, swayed emotions and indeed rocked the nation 
out of its slumber, and peaked the anger of the nation, particularly of its youth 
at the atrophied administration that remained stolid for quite sometime. 

Good that the nation has at last become angry, that too, for the first time as 
one nation, at the failure of its leadership in protecting the civilians and their 
property from the onslaught of terrorists. Encouragingly, this could be the new 
dawn for us. Now, this young ‘anger’ of the nation must make our leaders re- 
spond. It must ensure that the government builds a sound anti-terrorism sys- 
tem that, importantly, works—a unified intelligence wing that can rightly fore- 
warn the nation in time, keep in place adequate force to act upon the given 
intelligence, and build an agile system that responds to a crisis with alacrity 
and move swiftly to places of crisis with the requisite wherewithal to quell the 
challenge. 

And all this is possible today, for finance is no more a problem—at least 
that is what the pro-reformists cry in chorus from rooftops. What is required 
now is a mere commitment to the cause, and willingness to act. We have had 
enough of political gimmicks. No useful purpose would be served by blaming— 
true to our habit—external agencies for all the ills inflicted on the nation. What 
the nation requires now is: action from within to neutralize such atrocities in 
the budding stage itself. That is where the youth must sustain its anger till it 
makes the leaders deliver the machinery that ensures the security of not only 
the bigwigs in iconic buildings but also of the marginalized folks in railway 
stations and mandis—local markets. 

There is yet another reason why the countrymen should make the govern- 
ment build a sound crisis-handling mechanism: the whole business-world 
wants to know how we are going to respond to these attacks to assess how risky 
it would be for them to push forward their business propositions in India. 

Else, ‘karma’ will take its own course... 
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I am a person who hates to look back. I look at it [the reopening) as the 
commencement of a new era. To us it was a challenge to have the hotel reopen 
in some form within a month of the attack. It is a tribute to everybody who has 
worked on to have this happen and we stand before you. 


- Ratan Tata 
Chairman, Tata Group, while reopening Taj Palace for guests, which 
remained closed ajter the terrorist attack on Mumbai on November 26, 2008. 


Indian banks are well poised to serve this huge growth opportunity I see. 
What we are seeing is a pause in the 7-7.5% growth. I am not among those who 
believe that growth will fall below 7% even in 2009-10, because we are not really 
putting in context the whole opportunity of growth in India. 


- KV Kamath 
MD & CEO, ICICI Bank 


If we were to allow the free market to take its course now, it would almost 
certainly lead to disorderly bankruptcy and liquidation for the automakers. 


- George W Bush 
President, US 


We have always been sensitive and continue to remain sensitive to the needs 
of the market. The very fact that we have decided not to go ahead with the 
decision has been seen as a ‘welcome move’ and a ‘positive decision’ by the invest- 
ing community. We are considering other options, including a buyback or a 
higher dividend; we believe these moves will help reinstate lost ground. 

- B Ramalinga Raju 
Chairman, Satyam Computer Services 


The country’s Fast Moving Consumer Goods (FMCG) industy has so far been 
resilient to the slowdown in the economy and a dip in consumer sentiment. In 
fact, if we go by the numbers of October and estimates for November, the growth 
only seems to have got better when compared to the earlier months. 


—- HK Press 
Executive Direetor and President, Godrej Consumer Products 


Most debt funds have not compromised on credit quality in search of re- 
turns. Investors, therefore, have little reason to fear defaults eroding the value 
of their investments. Nevertheless, lack of adequate portfolio diversification 
remains an issue. 


- Roopa Kudva 
Managing Director & Chief Executive Officer, Crisil 


When people are pulling hundred million dollar bonuses on Wall Street, 
and taking enormous risks with other people’s money, that indicates a sense 
that you don’t have any perspective on what’s happening to ordinary 
Americans. 

- Barack Obama 
President-elect, US 
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Markets may be rational. But its players need not necessarily be always rational. When irrationali 
rules the markets, its ill-effects will Spread not only across the nation, but also across the shores. And 
that’s what today the world is encountering. Obviously, such a giant-size crisis calls for unity of all 
rational beings in finding a way out. | 
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Sebi Extends 
Cross Margin 


Currently, the market 
regulator Sebi has extended 
cross-margin facility over the 
cash and derivatives 
segments. This move seeks 
mainly to ease up the 
working capital of broking 
companies, and until now 
this benefit was limited to 
institutional trades. The 
cross-margin facility allows 
traders to pay low margin 
payment to those who are 
holding same stock in the 
future and cash segments. 
Dharmesh Mehta, head- 
broking at Enam Securities, 
has said that it is a positive 
move as it allows efficient 
use cf money all around. The 
cross-margining is consid- 
ered like this: if an investor 
buys 1,200 shares of ACC 
and holds short position of 
1,000 in the future segment, 
during intra-day, if any loss 
arises due to fluctuations in 
the prices, it will be altered 
by gains on the equivalent 
short positions held by tne 
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investor in the ACC stock 
futures. This means that 
the value of the transaction 
that faces potential 
volatility risk is of only 
those 200 shares (1,200 
shares minus 1,000 futures). 
An investment strategist 
said, “This will help 
financial intermediaries 
reduce systematic risk by 
making margin more readily 
available where it is needed 
the most, particularly in 
turbulent market condi- 
tions.” Many believe cross- 
margining is important, 
since there is a lot of cash- 
futures arbitrage trade. “It is 
an essential step towards a 
mature market”. Neverthe- 
less, on an online real-time 
basis cross-margining 
benefit is provided to client 
level and trading member/ 
clearing member/custodian. 
The market regulator has 
imposed imposed a spread 
margin of 25% of the total 
applicable margin on the 
eligible off-setting posi- 
tions, in the respective cash 
and derivative segments. 


Modern Digital Cameras 


Digital cameras are a 
rage among persons who 
are passionate about 
photography. There are 
several models and brands 
of digital cameras 
available in the market. 
However, digital cameras 
are becoming sleeker, 
compact, and easy to use. 
As the demand for 
durable, shockproof, 
waterproof, and 
freezeproof Olympus 
digital compact cameras is 
escalating remarkably, 
Third Eye Digital has 
lunched ‘Olympus Shock 
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and Waterproof Digital 
Compact Cameras’ for 
consumers with active 
lifestyle. To demonstrate the 
unique features of the newly 
launched cameras rightly 
and to highlight their 
ruggedness, they are 
exhibited in an aquarium. 
This has caught the atten- 
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And to take the advantage of 
the facility of cross-margin- 
ing, Sebi has imposed a rule 
that the clients have to 
maintain two accounts; 
however, for the purpose of 
compliance, positions 
across two accounts shall 
be taken together and the 
client will continue to have 
a unique client code. 


Satyam — 
Shareholder 
Activism Wins 

It is ironic that the Satyam 
Computer Services Ltd., 
India’s fourth largest software 
company, which won the 
Golden Peacock Award for 
corporate governance for 2008, 
is being criticized for its 
corporate governance and the 
decision-making capabilities 
of its management. The 
board’s decision to buy the two 
real estate and infrastructure 
companies, Maytas Infra and 


Maytas Properties, for a 
staggering $1.6 bn has 


generated a furore among the 


tion of the media as well as 
many walk-in-customers 
and photo-lovers and drawn 
them to the store. Further 
to showcase the shockproof 
quality of cameras, the new 
models were dropped from 
a height of 3-4 feet. These 
are engineered to be tough, 
said Sanjay Bajaj, Manag- 
ing Director of Third Eye 
Digital. Introduction of 
these cameras fulfills the 
needs of those customers 
who want worryproof, 
kidproof or lifeproof 
shooting. 





shareholders of the company. 
As an immediate reaction, 
price of the company’s ADRs 
in the New York Stock 
Exchange plunged by 55%. 
Looking at the investors’ 
reaction and in a bid to honor 
the shareholders’ views, the 
company’s Chairman 

B Ramalinga Raju, has 
reverted the decision with 
immediate effect. Yet, the 
damage had been done and it 
was reflected in the 
company’s share price falling 
by 30% on Indian bourses. 
The company’s reputation is 
at stake for two reasons—one, 
for buying firms not related to 
its industry, and two, for using 
shareholders’ money to buy 
properties owned by the 
promoter’s family members. 
A lot of mistrust is said to 
have been created among the 
clients of Satyam as well at a 
time when project renewals 
are due. In this situation, the 
company’s chairman feels 
that rebuilding confidence and 
faith among their clients and 
shareholders is their topmost 
priority. The company, in 
order to win back its share- 
holders’ trust, has announced 
a buyback of shares and is 
also considering dividend 
payout shortly. However, 
analysts feel that such an 
action before the controver- 
sial deal would have given a 
good mileage, but in the 
current circumstances, it may 
not be a viable decision. 
Moreover, Sebi and the 
Government of India have 
ordered a probe into the deal, 
and are looking into other 
motives, if any, behind the 
deal. In this controversial 
episode, the role of the 
company’s Board of Directors 
who approved the deal is 
being scrutinized. 
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Set to Contract 
Slightly in 2009 


The global economy is to 
contract slightly in 2009 for 
the first time in the post- 
1960 period, thanks to 
recessions in the US, the 
Eurozone and Japan, the 
Institute of International 
Finance (IIF) announced. 
The IIF, a trade association 
of the world’s biggest 
banks, is the first one to 
forecast a fall in global 
output in 2009 from an 
estimated 2.0% expansion 
this year. “This is shaping 
up to be the most severe 
globally synchronized 
recession in modern 


France 
Plummeting into 
Recession 


After 16 years, for the first 
time, France will fall into 
recession in 2009 and faces 
a steep rise in unemploy- 
ment, the state statistics 
agency announced in its 
official economic forecast. 
France, so far, has not been 
in recession, though hard hit 
by the global economic crisis 
and now recording two 
quarters of negative growth. 
Several French banks have 
been weakened by the 
global credit crunch and 
some have found them- 
selves swept by the panic 
surrounding the Madoff 
fraud, and the full extent of 
their losses are still 
unclear. The French 
economy recorded growth by 
only 0.1% in the third 
quarter of this year, a fall 
by 0.8% in this quarter, and 
it is expected to contract 


INTERNATIONAL 


economic history. It requires 
a globally coordinated 
approach,” says Charles 
Dallara, Managing Director, 
IIF. Real gross domestic 
product in the US, the 
epicenter of a devastating 
financial crisis, was forecast 
to drop 1.3% in 2009, while 
Eurozone GDP was seen 
falling 1.5%. The IIF 
predicted that Japan’s 
economy would shrink by 
1.2% next year, while no 
growth was seen this year. 
The biggest GDP falls will 
come in the fourth quarter, 
with the US down by 5.0% 
and both the euro area and 
Japan down by 3.0%. The 
US will return to 2.5% 
growth by the third quarter 
of 2009, the group predicted, 


again by 0.4% in the first 
quarter of 2009. The agency 
hopes for a slow recovery 
after that, but gross 
domestic product could still 
decline by 0.1% in the 
second quarter, marking a 
nine-month long reduction, 
and 2009 altogether could 
still see negative growth. 
The business climate 
has significantly deterio- 
rated in France in the last 
year-and-a-half, coming 
close to the levels seen in 
the 1993 recession. Tighter 
lending terms and an 
increase in risk aversion are 
pushing firms to cut down 
on investment and expendi- 
ture and downsize their 
inventories sharply. 
According to agency 
predictions, the unemploy- 
ment rate will rise to 8% by 
the second quarter of next 
year, up from 7.3% in 
September this year. The 
global credit crunch and 
Madoff fraud have weak- 





while the Eurozone will 
continue to see shrinkage 
through the year’s first 
three quarters. Dallara 
emphasized that the 
world’s major economies 
should adopt coordinated 
monetary and fiscal 
stimulus measures to 
ensure that actions taken 
by one nation do not 
adversely affect others. 


ened several French banks. 
However, French industry is 
in crisis, with the building 
trade and the key car- 
making sector, which alone 
account for 10% of the 
workforce, being the 
hardest hit. Even though 
the effects of an economic 
stimulus package may come 
through, this now seems 
over-optimistic. 


Bailout for Detroit's 
Big Three 


A $17.4 bn bailout was 
announced by the Bush 
government to the US 
carmakers in emergency 
loans to deflect a collapse 
that would have cost 
hundreds of thousands of 
jobs. The agreement for 
loans has been signed 
between the US govern- 
ment and the US 
carmakers, which are 
reeling under a fall in 


consumer demand. The 
agreement enables imme- 
diate access to money to 
General Motors and 
Chrysler LLC. Ford Motor 
Co. has said that its 
liquidity is sufficient at 
present and it does not need 
a loan at this point. At the 
same time, the agreement 
attached a sequence of 
conditions to the three-year 
loans and set a deadline: the 
companies have to prove 
that they can restructure 
enough to ensure their 
survival. The President- 
elect Barack Obama, who 
has said that his top 
priority is to create 2.5 
million new jobs and some 
of those jobs in the auto 
industry, welcomed the 
loan move as a necessary 
step. However, he has said 
that he wants to ensure that 
workers do not face the 
strain of restructuring. 
Following the bailout 
package, automakers are 
focusing on fully implement- 
ing restructuring plans and 
are confident enough to meet 
the government require- 
ments. Chrysler, the 
weakest of the Big Three, 
said that recognitions 
happen quickly and it would 
continue to undertake 
significant cost reductions. 
The loan conditions include 
limits on compensation to 
the executives, payback of all 
loans to the government, and 
that firms earn a profit and 
achieve a positive growth. 
The loans have an interest 
rate of 5%, but could rise to 
10% if the carmakers 
default. Analysts noted that 
it is a lifeline, but it may not 
get them completely out of 
the woods. m 
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Markets may be rational. But its players need not necessarily be always 
rational. When irrationality rules the markets, its ill-effects will spread not 
only across the nation, but also across the shores. And that’s what today the 
world is encountering. Obviously, such a giant-size crisis calls for unity of all 








ll is not well with the global 
economy, for there appears to be 
o respite from the storm blow- 
ing through the American financial 
markets. One after the other, the iconic 
institutions of capitalism, are falling 
aside forcing the Fed Reserve and the 
US Treasury to bail them out in one way 
or the other. It is the classic phenom- 
enon of a financial crisis: failure of one 
bank inflicting losses on the other bank 
that lent monies to it, which in turn may 
fail to repay its debts, inflicting losses 
on its lender and thus widening the 
circle of financial failures. This sudden 
appearance of counterparty risk has 
simply frozen the markets across the 
western countries. Despite the policy 
makers of the US implementing even 
unconventional measures, such as pur- 
chasing mortgage backed securities and 
launching “Troubled Asset Relief Pro- 
gram” to ease banks from their illiquid 
assets, no substantial improvement 
could be noticed in the credit markets. 
With no bank courageous enough to lend 
to other banks, deleveraging has left its 
scar on the market: selling of assets in 
want of capital leads to fall in prices to 
even lower levels, which means more 
and more need for fresh capital. This 
has obviously further tightened lending 
to real economy—producers and con- 
sumers—which means fall in invest- 
ments by businesses and drop in de- 
mand. This has further slowed down the 
growth of the economy. As growth drops, 
businesses are sure to aim at cost-cut- 
ting exercises, which means layoffs. The 
insecure consumers will further reduce 
their spending. That is how the finan- 
cial crisis is feared to spread itself to 
the Main Street—the real economy. 
The morphing of the financial hail- 
storm, which started about 18 months 
back as the US subprime crisis, into 
economic slowdown is all but over: con- 
sumers are cracking under the pressure 
of non-availability of credit on the one 
hand, and steep fall in employment on 
the other. To arrest the spread of eco- 
nomic downturn and its intensity, the 
central banks and governments on ei- 
ther side of the Atlantic have redoubled 
their efforts, with bolstering from 
banks, by pumping in additional capi- 


What’s in Store? 





tal, providing greater fiscal stimulus to 
jump-start the economy, and cutting in- 
terest rates further down. Yet, nothing 
substantial has been noticed in terms 
of improvement in demand. Of course, 
policy moves are known to yield results 
only after a time lag. 

In the US, capital injection has per- 
haps saved the banking system, but its 
non-banking sector appears to be still 
under the threat of collapse: General 
Motors, Chrysler and Ford are in the 
queue for the biggest loan from the Fed- 
eral government to avoid their 
closedown. These three have asked for a 
huge loan of $34 bn at low rate of inter- 
est, pleading that in times of poor credit 
availability, corporate restructuring 
would not be possible and going bank- 
rupt would mean avoidable unemploy- 
ment. They also plead that no consumer 
would purchase a car from a bankrupt 
company, for warranties offered by it 
would be worthless. They have, of 
course, proposed to cut costs and 
downsize themselves and also gave a 
repayment schedule for the loan to be 
availed. There is, of course, a strong ar- 
gument against funding these compa- 
nies with taxpayers’ money, instead of 
favoring their consolidation through the 
natural process of bankruptcy. Yet, gov- 
ernments, being entailed with the re- 
sponsibility of maintaining the eco- 
nomic welfare of its citizens, cannot free 
themselves from their obligations. 
Hence, the intervention of governments 
even in the so-called free markets is, 
perhaps, inevitable. And that is what 
we indeed see happening even in the 
US: not to let the giant employers of the 
nation go bust, that too, when its 
economy is in one of its worst downturn, 
President Bush announced emergency 
loans of $13.4 bn for General Motors 
and Chrysler and $4 bn for the 
automakers with a condition that they 
must undertake necessary 
restructurings that enable their return 
to profitability. 

It is thus increasingly becoming 
clear that the world economy is already 
in recession. The IMF has again reduced 
its forecast for world economic growth: 
at market exchange rates, growth has 
been predicted to fall to a mere 1.1% 
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from 1.9%. As against this fall in 
growth in economy, world savings are 
rising alarmingly: according to a fore- 
cast by the IMF, the aggregate excess of 
savings in the year 2008 over invest- 
ment of surplus countries will be $2.000 
bn—China leading the lot with $399 bn, 
followed by Germany with $279 bn and 
Japan $194 bn. As a group, oil-export- 
ing countries hold a surplus of about 
$813 bn. These surplus countries obvi- 
ously need the profligacy of deficit coun- 
tries such as the US, Spain, UK, France. 
Italy and Australia, else, they will be 
out of lending business. Incidentally, 
these six countries account for almost 
70% of world deficit. Now, if these fis- 
cally deficit countries spend over and 
above their deficits to sustain demand 
for global output, it certainly, does not 
sound prudent in the long run. In the 
short-term, it may be all right for the 
US in recession to use fiscal deficit to 
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give a boost to its spending so as to pull 
the world out of recession, but in the 
long run, it must ensure high level of 
savings, while the demand for global 
surplus comes from outside the US. For. 
as John Maynard Keynes felt, it is diffi- 
cult to accommodate countries with 
massive and consistent current account 
surpluses in the scheme of global trade. 
Such prolonged deficits of massive na- 
ture in a few countries are always sure 
to result in a financial crisis, particu- 
larly, when things go out of control. As 
against this simple truth, countries 
such as Germany and China are not 
showing any inclination to spend their 
surpluses to give a boost to domestic 
demand. In today’s globalized economy, 
if surplus countries remain mere spec- 
tators of the suffering undergone by 
deficit countries, they are likely to suf- 
fer severe consequences in the long run. 
If this trend continues for long, global 
trade is likely to face ‘protectionism’ 
once again. 
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Interestingly, there is a joke doing rounds in the 
global financial markets: “Only China could save 


It is pertinent to recall here that all 
along it is strongly believed that the fi- 
nancial crisis of the US will have least 
impact on emerging economies, particu- 
larly that of China and India. Indeed, 
India was nonchalant when the US 
subprime crisis erupted, for, Indian 
banks had no exposure to these loans 
nor did they practice high leverage, just 
as the US banks did. The continued 
strong growth in GDP during the first 
half of the fiscal that averaged about 
7.7% is a vindication of this phenom- 
enon. Almost, it was the same with 
China too. This has also strengthened 
the argument of decoupling of the 
economies of India and China from that 
of the US. This, perhaps, prompted one 
section of the intelligentsia to hope that 
these two countries would indeed pull 
the global economy out of the imminent 
recession. Interestingly, there is a joke 
doing rounds in the global financial 


markets: “Only China could save capi- 
talism.” This belief was further 
strengthened by the announcement of a 
fiscal-stimulus package of $600 bn by 
China to give a boost to the local de- 
mand. But as the New Year nears, this 
has proved to be wrong: the chill waves 
of contagion emanating from the US 
that hit the economy of these two coun- 
tries have already made them shiver. 
As China celebrated its 30th year of “re- 
form and opening” that was launched by 
Deng Xiaoping—the chief architect of 
its reforms—it is feared that if the fore- 
cast of World Bank about growth in 
China’s GDP at 7.5% turns out to be 
true, it may lead to an unprecedented 
drop in employment, resulting in social 
dislocation. The unemployment rate 
has already risen to 4% in urban areas. 
All this means there are huge chal- 
lenges looming large over the Chinese 
economy: huge inventories are reported 
to be piling up in the Hong Kong-owned 





factories located in the Guangdon 
province, which means no export order 
and closure of factories. Indeed, this i 
already happening if the proliferatin, 
road shows and the cut in the interes 
rate by one percentage point—the high 
est in the last 10 years—announced b: 
the Central Bank of China to boos 
growth are any indications. Optimists 
however, hope that China, with its deeg 
pockets—its foreign exchange reserves 
are more than $1.9 tn—can be a bette 
practitioner of ‘Keynesian stimulus’ tc 
avoid a major slump by giving a boost tc 
its domestic demand and hence can re- 
bound faster than the rest once the fi- 
nancial crisis eases. 

Nonetheless, its growth in the next 
18 months is forecasted to be signifi- 
cantly lower as the export sector, whose 
share to GDP is over 40%, is all set to 
get hit by the slowdown in demand from 
the US. Which means, China is all set 
to suffer a great storm of deflation: fall- 
ing exports compelling export-oriented 
factories to remodel themselves as pro- 
ducers of goods for domestic consumers, 
which automatically brings down local 
prices, creating a sense of insecurity 
among the local consumers that is sure 
to drive them to defer their purchase 
and thus become intense savers, for, af- 
ter all, Asians are known as active sav- 
ers, particularly during times of eco- 
nomic stress. On top of it all, China’s 
investment activity, which grew at a 
phenomenal rate of over 20% per an- 
num for years, has suddenly slowed 
down, as is reflected in the falling sales 
of real estate and also real estate 
prices. That aside, China, when it 
opened itself for FDI, gave a thrust to 
the establishment of capital-intensive 
industries, as a result of which the 
growth in economy has become less em- 
ployment-intensive. That’s why the 
World Bank favors that China should 
shift its growth focus from industry, in- 
vestment and exports to services indus- 
try. As against the need for China to 
persuade its people to spend instead of 
sticking to their savings so as to rescue 
the world from recession, it is ironically 
adopting measures to subsidize its ex- 
ports. Reports indicate that China is 
allowing yuan to weaken against the 
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dollar. The essence of the whole story is: 


_, so long as China is codependent on the 
2 US economy's growth, it may not be able 


" to avoid its economic woes, which also 


means it cannot function as the engine 
for the economic growth of the world. 
Coming to India, it has suffered a 


| double blow: one, the RBI has revised 


its estimate of economic growth for the 
current year to 7.5% from a four-year 
average of 9+ %; and two, the recent ter- 
rorist attacks on Mumbai, its financial 
capital, have brought clouds of gloom 
over its investment environment. That 
aside, our fiscal position is not all that 
encouraging: our budget deficit is al- 
ready at 8% of our GDP. Now the ques- 


- tion is: With such a highly expansionary 


fiscal policy already in operation, can 
we afford to offer fresh fiscal stimulus 
to revive the economy? Now the ques- 
tion is: When there are all-round signs 
of everything associated with economy 
not being alright—fall in exports, nega- 
tive growth in industrial production as 
shown by the Index for Industrial Pro- 
duction, job losses among the SME seg- 
ment—how can any government keep 
quiet? So, the government has come out 
with a fiscal package of Rs 30,000 cr, 
with an additional spend in the form of 
tax cuts to counter the slowdown. The 
additional expenditure is mostly di- 
rected towards investment in infra- 


_ structure. The cut in excise duties is 


supposed to bring down prices and cu- 
mulatively both these measures are ex- 
pected to stimulate demand. This, com- 
bined with additional money put in the 
hands of government employees by way 
of recently increased salaries, and the 
measures initiated earlier by the RBI— 
cut in repo rate by 100 basis points, refi- 
nance of Rs 7,000 cr to Small Industries 
Development Bank of India, Rs 4,000 er 
to National Housing Bank, allowing 
buyback of foreign currency convertible 
bonds even with rupee resources, ex- 
tending concessional credit up to 180 
days for overdue export bills, easing of 
prudential norms for loans to commer- 
cial real estate, etc-—are expected to 
provide the much-needed impetus to 
the economy. 

In the light of the necessity to keep 
the economy growing at 8% to make a 


dent in our poverty levels, we must do 
all that we can for the economy to grow, 
but what makes one wonder is: Will 
mere fiscal package lead to investment 
in infrastructure? We all know the real 
issue that is holding back private in- 
vestment in infrastructure is our am- 
biguous policy regime. It is the involve- 
ment of several state and central agen- 
cies in the approval process of various 
schemes and the resulting risk of un- 
certainties associated with the 
completion of projects that is really 
discouraging private investors to en- 
ter infrastructure segment. Hence, 
mere facilitation of flow of capital into 
infrastructure may not yield results. 
Nevertheless, the package did exhibit 
the intentions of the government 
clearly to address the issue of our rot- 
ten infrastructure, but more needs to 
be done under policy regime if this 
move has to deliver results. The other 
three constraints that we must ad- 
dress with no further loss of time to 
maintain our growth rate of 8% are: 
educational system, labor and land 
laws. Unlike for China, capital is cer- 
tainly a constraint for us, for our for- 
eign exchange reserves are not like in 
China built out of current account sav- 
ings but more out of our liabilities. 
Secondly, our democracy may not 
make it easy for the government to do 
what it simply believes as right for 
the nation. It has to necessarily seek 
the people’s approval. That aside, in a 
globally slowing economy, it would be 
too difficult for India to boost its rev- 
enues except by selling its assets. All 
this means, we will not be able to com- 
mit funds as much as other countries 
like China could do. Growth may 
therefore cost us dearly, but our expe- 
rience indicates that such growth is 
indeed possible, albeit it may take 
long and perhaps we have to pass 
through a crucible of adversity. So, we 
should avoid inefficient public spend- 
ing and must continue with our re- 
forms to maintain the growth rate. At 
the same time, we must also moder- 
ate our relations with the neighbors 
sans adventurism. 

Returning to the world economy 
and its woes, we notice emerging econo- 


mies too—such as Malaysia, South 
Korea, Russia and Indonesia-——are 
opening their fiscal taps. But during 
bad times, emerging economies, unlike 
the developed countries, face more dif- 
ficulties in finding buyers for their pa- 
per and hence it becomes difficult for 
them to smooth the cycle. Secondly, 
while fighting recession, developec 
economies can comfortably negiect 
management of their currencies, while 
emerging economies cannot afford it. 
for it would affect their prices. Yet. 
many developing countries are already 
opening their purses to give a boost te 
their spending, which augurs well for 
the ongoing global fight against reces- 
sion. Now, it is time for countries such 
as Germany to initiate fiscal stimula- 
tion measures to soften the pains of 
the countries of Europe that have re- 
cently turned to market economy. Par- 
ticularly, countries with surpluses are 
required to more actively pursue fiscal 
measures to give a boost to their do- 
mestic demand, as global imbalances 
cannot be sustained for long. Impor- 
tantly, all the countries must initiate 
their policy prescriptions simulta- 
neously to rescue the global economy 
from recession. If that happens, the 
global economy may bounce back in an- 
other 12 to 18 months. 

And lastly, but importantly, it 
must be realized that markets may 
be free but their behavior is not free 
from irrationality; the presence of 
Adam Smith’s ‘invisible hand’ is 
more prone to remain hidden under 
the greed of the well-informed mar- 
ket players, and hence markets neec 
to be monitored and regulated. The 
world must unite in its fight against 
recession and in creating global- 
level institutions to keep the mar- 
kets in order. In a world of imperfect 
and asymmetric information, te 
maintain a semblance of orderliness 
in markets, this search for a better 
institutional monitoring and regula- 
tion mechanism must remain dy- 
namic and eternal.« 


i fanuary ONG | 4% 


E SPECIAL ISSUE 





IMF and World Bank 


Do We Still Need Them? 


Foe GR 


es a 





b tott EG an 

j i H Easter tS Sore r seers 

á IH 4 è b i be DE ba bt 
HEHH BP EES EE qgaas 304 _ 


—— 


=n 


|| SPS E T 
a 
mit an tt tes <2 ee — 
Ph) tbs sn ie oe a "i 5, 
nhi 
BEND 


a 
geht 


The IMF and the World Bank remain important providers of public 
goods. However, they have to go for substantial reforms to stay relevant. 


— $eo-Young Cho 


Chair of Development and International Economics, 


George-August University, Goettingen 
— Axel Dreher 


Professor of Development Economics and International Economics, 


George-August University, Goettingen 





e concept of conditionality has 
long been at the center of criti- 
cisms about the International 

Monetary Fund (IMF) and the World 
Bank. More recently, concerns about po- 
litical influences on the institutions’ 
lending decisions abound, and so do 
worries about the unclear separation of 
tasks between the Fund and the Bank, 
governance issues, and their lack of 
transparency. The IMF finally seemed 
to be running out of clients until the re- 
cent crisis. 

Arguably, many good things are 
done at the IMF and the World Bank. 
The institutions provide international 
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public goods, such as high quality 
research, valuable databases, and 
technical assistance to its member 
countries. However, since 1944— 
when 45 countries gathered in Bretton 
Woods and agreed to establish the IMF 
and the World Bank—many things 
have changed in these institutions. 
Some of these changes are for better, 
some for worse. The IMF initially was 
responsible for promoting balance of 
payment stability and supervising 
economic policies of its member-coun- 
tries. The World Bank was chartered to 
promote long-term development of its 
members. 


Unclear responsibility 

Today, the division of labor between the 
institutions is rather blurred. After the 
collapse of the fixed exchange rate re- 
gime in 1973, the IMF started to grant 
long-term loans, over time, increasingly 
for structural adjustment. It became a 
development institution that it was not 
meant to be at Bretton Woods. The 
World Bank increasingly provided bud- 
get support rather than financing spe- 
cific projects. As a consequence, two in- 
stitutions are being involved in the 
same business. In the beginning of the 
1980s, countries could for a short time 
choose between the IMF and the World 
Bank when applying for money. Obvi- 
ously, this was not in the interests of 
the institutions. To avoid competition, 
the Fund and the Bank started to coop- 
erate on lending decisions. Today, con- 
sequently, Fund missions usually in- 
volve Bank staff, and the other way 
round. This practice is ineffective. None 
of the institutions has to take full re- 
sponsibility for the outcome of the 
credit programs, distorting incentives. 
There are two options. First, the Fund 
and the Bank could compete for the best 
concepts rather than forming the lend- 
ing cartel that they represent today. 
Second, they could be merged into one 
institution. If they act as a cartel any- 
way, overhead could be spared. 


The principle of conditionality 

Not easy to imagine today, but when the 
IMF and the Bank were founded, no one 
had in mind giving them the power to 
impose detailed conditions on their 
member-countries. However, over time, 
conditions attached to the institutions’ 
lending programs became increasingly 
detailed and numerous. Initially, recipi- 
ent countries were required to comply 
with a small number of macroeconomic 
conditions. Today, conditions are as de- 
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tailed as, for example, guiding the re- 
cipient country to close certain branches 
of a malfunctioning bank at a defined 
point in time. Reform packages inter- 
vened in almost all public and social 
spheres of the recipient countries by the 
end of the 1990s. 

Detailed and numerous conditions 
are arguably in the interests of the in- 
stitutions’ bureaucrats. By being able 
to ask for tough conditions on loan pro- 
grams they exercised their bureaucratic 
power and increased their prestige. 
Clearly, however, it is not the task of an 
international organization to alter a 
country’s domestic political equilib- 
rium. National governments, nowadays 
most of them democratically legiti- 
mized, are responsible for their own eco- 
nomic policy; not the IMF or the World 
Bank. Reform programs not only affect 
the politics of the country at the macro- 
level but directly and severely interfere 
in its citizens’ lives. When reforms fail, 
the citizens have to suffer from the 
negative consequences caused by a pro- 
gram, not the international institu- 
tions. 

Most importantly, conditions im- 
posed by the IMF and the World Bank 
have not been a story of success. The 
IMF has been blamed for worsening 
macroeconomic conditions of program 
countries by supporting inappropriate 
conditions—in particular when dealing 
with the Asian financial crisis in the 
late 1990s. More generally, empirical 
research shows that only about 50% of 
the Fund’s conditions are implemented 
and that they do not substantially con- 
tribute to promoting economic growth if 
implemented. Also, only about 60% of 
the World Bank’s conditions in its 
structural adjustment programs have 
been implemented. Many recipient 
countries remain as vulnerable to fu- 
ture crises as before the programs. They 
become users of the IMF’s and the 
World Bank’s money om a permanent 
basis. Recidivism is frequent. 

Arguably, economic crises are often 
caused by poor economic policies and 
weak institutional environments. 
Without external assistance, countries 
under crises would have no choice but to 
carry out painful but necessary reforms. 
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The rescue packages offered by the IMF 
and the World Bank alleviate the prob- 
lem and reduce the pressure to reform. 
Necessary reforms become less not more 
likely. This is aggravated by the fact that 
the IMF and the World Bank do not rigor- 
ously punish non-compliance with their 
conditions. Excluding countries from the 
programs of the institutions for a certain 
pre-announced time is not in the inter- 
ests of the institutions—it limits their 
discretionary leeway. 

The World Bank has learned from 
its mistakes. The IMF has not. In recent 
years, the concept of ownership domi- 
nates the Bank’s lending consider- 
ations. Conditions are carefully consid- 
ered and have become less intrusive. 
The IMF also subscribed to reducing the 
number of conditions in its 2002 Guide- 
lines on Conditionality. However, while 
these guidelines constitute an 
important reform of conditionality in 
theory, the Fund talks the talk without 


walking the walk. While the institution, 
overall, subscribes to a new policy of 
ownership, where conditions must be 
included only when necessary to achieve 
the aims of the programs, IMF staff on 
the ground does not go along. As a 
consequence, the average number of 
conditions has not been reduced in re- 
cent programs, according to the evalua- 
tion of the Fund’s Independent Evalua- 
tion Department. 


Major shareholders dominate 

The G7 countries’ voting share in the 
IMF’s and the World Bank’s Executive 
Boards exceeds 40%. The US alone 
holds about 17% of these shares. 
Clearly, thus, the institutions’ policies 
reflect the political interests of a few 
developed countries. Recent studies, in- 
deed, do show that political proximity 
to the G7 countries—the main share- 
holders of the IMF and the World Bank 


—is rewarded by the Fund and the 
Bank alike. Closer allies of these coun- 
tries receive more programs, larger 
loans, and fewer conditions. Friends of 
the US, in particular, receive IMF pro- 
grams with fewer conditions, on aver- 
age, and in particular at election time. 
Even the economic forecasts of the IMF 
are biased in favor of friends of the US. 
The managing director of the IMF is al- 
ways European; the World Bank presi- 
dent is a citizen of the US. Citizenship 
rather than competence is important to 
get two of the most important jobs in 
the international arena. While recent 
quota changes are meant to address the 
obvious inconsistencies between voting 
power at the Fund and the Bank and 
importance in the world economy that 
arose since the 1940s, real reform is un- 
likely. Real reform would require those 
who decide upon the content of reform to 
give up some of their power. More than 
window-dressing can hardly be ex- 


The choice might not be between politically influenced 
institutions and institutions exclusively acting according to 
their economic mandate, but between politically 
influenced organizations and no organizations at all. 


pected. In addition, reducing the influ- 
ence of the G7 might come at a cost. It 
might well be that the rich countries are 
only willing to finance the Fund and the 
Bank because they know that they can 
influence the institutions according to 
their political interests. Without such 
possibility, the Fund and the Bank 
might lose their financiers. The choice 
might not be between politically influ- 
enced institutions and institutions ex- 
clusively acting according to their eco- 
nomic mandate, but between politically 
influenced organizations and no organi- 
zations at all, as the economists Axel 
Dreher from Goettingen and Jan- 
Egbert Sturm from ETH Zurich, and the 
political scientist James Vreeland 
from Yale argue in a recent article. 


Crisis of purpose 
The World Bank allocates large parts 
of its credits to countries with easy ac- 
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cess to private capital. This has been 
_ among the most important criticisms 


-} raised by the so-called Meltzer Com- 


^ mission, the International Financial 
Institutions Advisory Commission 
(IFIAC). According to the IFIAC, the 
World Bank provided 70% of the cred- 
its for only 11 countries between 1992 
and 1999. All of these countries had 
easy access to private capital markets, 
contradicting the mandate of the Bank. 
It seems that the Bank behaves like a 
bank and provides money mainly to 
middle income countries able to pro- 
vide guarantees that the money will be 
repaid. This must end. The Bank has to 
focus on the poorest countries and stop 


$ lending to countries with middle in- 


come. Rather than contributing to the 
indebtedness of the poorest countries, 
the Bank should provide grants rather 
than loans to those poorest countries. 
It should, moreover, withdraw from ar- 
eas where well-developed regional de- 
velopment banks are ready to take 
over. In Latin America, Eastern Europe 
and Asia, these development banks 
are better suited to fulfill the needs of 
the poor. These regional banks are not 
dominated by Western countries; their 
policies are less likely to be dominated 
by political rather than economic con- 
cerns. 

While demand for the Bank's 
~ money still prevails, the IMF seems to 
" be running out of clients. Until the re- 
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cent financial crisis, the number of 
countries borrowing from the Fund con- 
tinuously decreased over time. Coun- 
tries in Latin America turned against 
the Fund mainly for political reasons. 
Countries in Asia piled up huge 
amounts of foreign reserves in order 
not to have to turn to the Fund for an- 
other time, should a crisis occur. Indus- 
trialized countries did not borrow from 
the Fund from the end of the 1970s un- 
til recently. The IMF seemed to be in a 
crisis of purpose. As it had always in 
the past, however, the IMF showed to 
be responsive to the needs of the mar- 
kets. It proposed to be involved in a new 
Sovereign Debt Restructuring Mecha- 
nism (but failed miserably). It pro- 
posed to be more active in multilateral 
surveillance (and has been successful). 


Need for reforms 

In order to stay relevant after the reso- 
lution of the recent crisis, substantial 
reforms are necessary. The Fund and 
the Bank have to be more transparent 
to allow external researchers to evalu- 
ate their policies and projects. While 
the IMF has recently made a big step 
and started to share its conditionality 
database with researchers on request, 
the Bank is still reluctant to share its 
project evaluation data. An institution 
asking for transparency and good gov- 
ernance from countries borrowing its 
money has to provide the same good 
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governance and transparency with re- 
spect to the international taxpayers fi- 
nancing its operations. Deeds have to 
follow words. IMF staff has to comply 
with the new conditionality guidelines. 
A real reform of quotas (and thus vot- 
ing rights) is necessary. The Worlc 
Bank has to withdraw from middle in- 
come countries. 

The institutions could remain im- 
portant providers of public goods. In 
addition to providing data, advice, 
and knowledge, the IMF could provide 
two main facilities. One facility 
would be available for countries with 
sound policies that have been hit by 
exogenous shocks, experiencing a cri- 
sis largely beyond their control. 
These loans could be subsidized. (The: 
Fund’s new short-term liquidity fa- 
cility for well-performing countries 
is a partial step in this direction.) 
The second facility would provide 
money to countries independent of 
their policies, but only when there is 
the risk that the crisis spreads to 
other countries, in other words, when 
externalities are involved. These 
funds should be provided at an inter- 
est surcharge, rather than a subsidy. 
Countries with bad policies and no 
systemic influence should not re- 
ceive any loans at all.« 
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After decades of uneven globalization, the world is now witnessing the 
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rise of many emerging economies and the shifting of global power 
balance, as investments and returns are now moving in both directions. 


— Manuel B Aalbers 


Researcher, Social and Behavioural Sciences, 


Amsterdam institute for Metropolitan and International Development Studies (AMIDSt) 


University of Amsterdam, The Netherlands 





ondon and New York are the 

ost important global financial 

centers in the world. Tokyo used 

to be considered the third global finan- 
cial center, but has lost its position in 
the last 20 years, partly as a result of a 
sustained recession and partly because 
both Japanese society and Japanese 
economy are considered very closed. 
London and New York, of course, also 
represent the economic superpowers 
whose markets they cover—New York 
for the US and London not just for the 
UK but also for most of continental Eu- 
rope. Tokyo has failed to become the 
Asian global financial center and is now 
reduced to being a very dominant na- 
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tional financial center of one of the 
world’s main economies. 

In the last 20 years, we have also 
seen the rise of many economies outside 
Northern America and (Western) Eu- 
rope, not just in East Asia, but also in 
South Asia, the Middle East, Russia 
and Latin America. Until a few years 
ago, we would mostly discuss the rise of 
such countries as ‘producer economies’, 
but one thing the financial crisis makes 
clear is that these economies are no 
longer merely industrial powers, but in- 
creasingly also financial powers. Where 
emerging economies in the recent past 
were dependent on investments from 
established economies, now many es- 


tablished economies are increasingly 
dependent on the financial muscle of 
emerging economies, in particular those 
in East Asia and the Middle East. 
There is a major shift going on as to 
who owns the financial institutions. This 
shift was initiated in the late 1990s, in- 
tensified after the dotcom bubble ex- 
ploded and is now even more prevalent 
as a result of the global financial crisis. 
For example, the Abu Dhabi Investment 
Authority, a sovereign wealth fund, is the 
largest shareholder of US bank 
Citigroup; Prince Alwaleed Bin Talal Al 
Saud of Kingdom Holding of Saudi 
Arabia the second largest. In the past, 
crises in ‘the West’ often had severe con- 
sequences for ‘the Rest’ as investors, who 
predominantly came from the West, 
would usually flee and reconcentrate on 
the West. Oil exporting countries as well 
as the so-called BRIC countries (Brazil, 
Russia, India and China) are all hit by 
this crisis, but this crisis generally hits 
the West more than the Rest. Brazil is 
said to have $200 bn in reserves, China 
$1,800 bn. Even though many of these 
countries, including India, are still ex- 
port-dependent, they are now less ex- 
port-dependent than they were 10 or 20 
years ago, as their national markets 
have grown and trade between non- 
Western countries is also on the rise. 


A shift to Asia 


As a result of the rise of the economies of 
the Rest, we may also see a shift in the 
dominance of financial centers. The fi- 
nancial crisis does not directly lead to 
the fall of Wall Street (New York) and 
The City (London), but it does acceler- 
ate the trend towards a shift in finan- 
cial centers. There are now more second- 
ary financial centers in the world, and 
the centers of increasing importance are 
to be found outside Northern America 
and Europe. As the German Finance 


| Chartered Financial -_ | 


tm 


| Rival ores BiR 
10.75%.. 





"æ 11.19% 


10.25%.. 


“x 10.65% 


“satel 12-13 ag 


TAA UT 10,000/- S44 FAM Saas TIA 1.000/- Saat $ TUT R. 
AR Raa at sad è. E ary. 


ae BRAD 
QUR sam mnda ag se aAa aa 


SICA AY, AY, VA HEA ZENA apt gA aoa È aea 
ata t a. 1800 22 6753 uz sia p3 











visit www.sidbi.in 





Special issue 
a a 


Minister, Peer Steinbriick, recently 
said, “This world will become multi-po- 
lar.” He expects the emergence of stron- 
ger, better capitalized centers in Asia 
and Europe, but considering how much 
Europe is hit by this crisis and how fast 
Asian economies are growing and 
changing, a shift towards Asia seems 
more likely than a shift towards Eu- 
rope. As Asian economies grow and 
their current surpluses grow along, 
Asian money becomes more and more 
important globally. While the US over 
the last 10 years had an average current 
account deficit of $800 bn, several East 
Asian countries together had an aver- 
age $400 bn surplus, more than a third 
of the world’s surplus. China and Japan 
have the largest surpluses in the world 
(currently $372 bn and $213 bn). Other 
countries with big surpluses (in abso- 
lute rather than relative terms) are Eu- 
ropean countries like Germany, Swit- 
zerland, Norway and the Netherlands, 
and oil states like Saudi Arabia, Rus- 
sia, Kuwait and the United Arab Emir- 
ates. The chief economics editor of the 
Financial Times, Martin Wolf, suggests 
that among the most important tasks 
ahead is to create a system of global fi- 
nance that allows a more balanced 
world economy, with excess savings be- 
ing turned into either high-return in- 
vestment or consumption by the world’s 
poor, including in capital-exporting 
countries such as China. A part of the 
answer will be the development of local- 
currency finance in emerging countries, 
which would make it easier for them to 
run current account deficits than proved 
to be the case in the past three decades. ! 

Related to this, Thaksin Shina- 
watra, the former prime minister of 
Thailand, recently proposed to construct 
a basket of Asian currencies which could 
be used for packing Asian bonds and 
then be traded on the financial markets 
of Tokyo, Singapore and Hong Kong.” 
Asian economies may increasingly want 
to turn their current account surpluses 
into profitable investments while at the 
same time withdrawing from the US dol- 
lar as the global reserve currency. Many 
Asian currencies may be considered too 
volatile and, in some cases, too small, 
but a basket of currencies—in some ways 
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like the euro started out when it was still 
the European Currency Unit (ECU)— 
would spread the volatility risk, disen- 
gage from the risky US dollar, and shift 
power from those on the receiving end to 
those on the giving end. In addition, 
stronger Asian currencies, whether 
weighed in one basket or not, would allow 
Asian customers to buy goods from out- 
side their own country more easily, which 
in turn would benefit other economies. 
The increased role of Asian investment, 
combined with a rise in the importance of 
Asian currencies, will help increase the 
role of Asian financial centers. 


Asian financial centers 
There are three Asian cities in the top 
10 of the Global Financial Centers In- 
dex (see Table): Hong Kong, Singapore 
and Tokyo. Many in the financial sector 
now consider Chung Wan/Central 
(Hong Kong), not Marunouchi (Tokyo), 
the runner-up behind The City and Wall 
Street. But the rise of Hong Kong is con- 
tested by other fast growing financial 
centers such as Shenton Way/Raffles 
Place (Singapore), DIFC (Dubai, 24" on 
the list), Lujiazui/Pudong (Shanghai, 
31** on the list) and Bandra-Kurla 
(Mumbai, 48" on the list). While this 
top 10 does show the prominence of Lon- 
don and New York, it does not show how 
far ahead they are of other financial cen- 
ters and how close many of the other fi- 
nancial centers are to each other. The 
difference between Sydney and Hong 
Kong is smaller than the difference be- 
tween Hong Kong and New York. 

It could be argued that New York 
and London not only represent the US 


and the EU as two powerful economies, 


but also that they are the dominant fi- 
nancial centers in a cluster of time 
zones. In that sense, it was convenient 
in the late 20" century to argue that To- 
kyo was the third global financial cen- 
ter, thereby enabling global financial 
markets to operate 24 hours a day: 
when the markets would close in Tokyo, 
they would open in London, and when 
London was about to close, New York 


Global Financial Centers Index 2008° 


1 London 











7 Genève 
9 Tokyo 





would open; then just after New York 
had closed Tokyo would open again. In 
that sense, the decline of Tokyo as a glo- 
bal financial center calls for a new glo- 
bal financial center in East Asia or Aus- 
tralia. This implies that we should also 
consider Sydney as a possible global fi- 
nancial center in ‘the East’. 

The power of Hong Kong, Tokyo, 
Shanghai and Mumbai is of course that 
they have huge home markets to fuel 
the financial center—and except for To- 
kyo these are all growth markets. 
Singapore and Sydney do not have this 
major advantage, but they may there- 
fore be popular as offshore markets. 
Sydney has a cultural and language ad- 
vantage in the sense that it is easier to 
attract British and American compa- 
nies. In addition, financial service work- 
ers are usually trained in the US and to 
a lesser extent in the UK, whether they 
are American, British, Brazilian, In- 
dian or from any other place in the 
world. To a limited extent, this advan- 
tage of Sydney is also the case for 
Singapore and Mumbai. Yet, Sydney 
has the disadvantage of location: it may 
be close to many of the Asian time 
zones, but it is still many flight hours 
from China, Japan and India. 
Singapore and Hong Kong have a strong 
geographical location, not too far from 
the Chinese mainland and somewhere 
between India and Japan. 


The visible hand 


Financial centers do not simply pop up 


' Wolf, M (2008), “Asia’s Revenge”, Financial Times, October 8 (http://us.ft.com/ftgateway super- 


page.ft?news_id=fto100820081501455097). 


* Shinawatra, T (2008), “An Asia Bond Could Save us from the Dollar”, Financial Times, October 6 (http:// 
us.ft.com/ftgateway/superpage.ft?news_id= fto100620081448084604). 


°  Z/Yen Group (2008), The Global Financial Centres Index, London: The City of London Corporation. 
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Global Financial Centers 





wherever the money is—the availabil- 
ity of skilled personnel and the regula- 


į tory environment are at least as impor- 


tant as the access to financial markets. 
The stability of a country and its politi- 
cal regime are also crucial. Therefore, 
Sydney, Singapore and Hong Kong 
(with its special status) are better posi- 
tioned than Mumbai and Shanghai. In 
addition, the quality of life and cultural 
factors also play a role: London and New 
York are not just global financial centers, 
they are also global cultural centers. Most 
of the financial centers in Asia are merely 
national cultural centers. Dubai may be 
investing heavily in high culture; it lacks 
, thecultural networks of cities like London 
- and New York. Shanghai, Mumbai and 
Tokyo may represent important markets, 
but these cities may be too Chinese, In- 
dian or Japanese to become expatriate 
magnets. Again, Sydney and Singapore 
are positioned somewhat better. 

It is sometimes believed that the fate 
of financial centers is dependent on some 
hidden hand, a free market mechanism. 
This is not the case: national and local 
policies make a huge impact on which cit- 
ies can and cannot become important fi- 
nancial centers. Singapore is a case in 
point: without having a sizeable home 
market, it is now the fourth most impor- 
tant global financial center. This has to 
do a lot with market regulation, but also 
with so-called ‘soft infrastructure’, which 
includes language and culture. This is ex- 
actly where Tokyo is losing and 
Singapore is winning. Another part of 
this is the degree to which national gov- 
ernment and national financial institu- 
tions place their bets on one or more fi- 
nancial centers. 

The Chinese government is not only 
promoting Hong Kong, but also Shang- 
hai, Beijing (46" on the list) and 
Shenzhen.* This policy runs the risk of 
creating three or four secondary finan- 
cial centers in China and no global fi- 
nancial center. The main attraction of 
Hong Kong is of course that it functions 
both as a Chinese home market and as 
_ an offshore market for China. Indeed, 


the special position of Hong Kong 
within the Chinese Republic enables it 
to reap the benefits of insider and out- 
sider advantage. If the Chinese govern- 
ment had placed all its bets on Hong 
Kong, it would have been hard for any 
other Asian or Australian city to com- 
pete with Hong Kong, which is both an 
established financial center (like To- 
kyo) and one representing a fast grow- 
ing economy (like Mumbai). 

Sydney not only has a geographical 
disadvantage, but also has to compete 
with Melbourne (29 on the list). 
Shanghai, of course, has no other finan- 
cial center within the state to compete 
with. Tokyo is still an extremely domi- 
nant national center, despite its de- 
cline as an international financial cen- 
ter. Though Mumbai may at the mo- 
ment score low on the Global Financial 
Centers Index—and despite the fact 
that in recent years it has, in relative 
terms, become less not more important 
as an international financial center— 
it may still be an interesting contender 
to become the Asian global financial 
center. The Indian economy is not ex- 
pected to stop its rapid growth, and 
competition within India to become the 
most important national financial cen- 
ter seems limited. However, at the mo- 
ment Mumbai is too underdeveloped 
as a financial center to claim a top 10 
position anytime soon. 


Globalization comes full circle 

Singapore has already established it- 
self as the second global financial cen- 
ter for wealth management and private 
banking; in the future, it may be able to 
replace Switzerland as the global finan- 
cial center for these markets. Hong 
Kong is already the pre-eminent portfo- 
lio investment center in Asia. For the 
future, much will depend on which cities 
the Chinese and Arabs will accept as 
their offshore market and which cities 
will be accepted by international finan- 
cial conglomerates and workers as at- 
tractive financial centers. The soft in- 
frastructure may in this respect be just 


“4 Shenzhen in the province of Guangdong is considered the financial center for South China. It is part of the 
Pearl River Delta Metropolis and borders Hong Kong. Because of its limited distance to Hong Kong, it 
could be argued that Hong Kong and Shenzhen are two nodes with distinctive financial profiles in the same 
metropolitan area, not unlike Manhattan, NY and Greenwich, CT (the “hedge fund capital”) that are two 
distinctive nodes within the New York/Tri-State metropolitan area. 
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as important as the hard financial in- 
frastructure—and a large and growing 
home market will be a major advan- 
tage, but paradoxically the lack of suck 
a market may open possibilities for off. 
shore and pan-Asian financial markets. 

In the coming years, we will see a 
continued dominance of London and 
New York and a number of rising stars 
in Asia. In time, one or two of these cit- 
ies may be able to rival the big two 
Hong Kong and Singapore have the 
best cards, but the game of global fi- 
nancial centers is a complicated one in 
which competing financial centers can 
both lose or both win. The growth of | 
many Asian economies, compared ta 
most other economies in the world— 
not just in production but also in fi- 
nance—is so robust, that in 20 years 
from today, we are likely to see a top 4 
of London, New York, Hong Kong and 
Singapore (and most likely in that or- 
der) and a group of runners-up not only 
consisting of secondary centers like 
Zurich, Chicago and Tokyo, but also 
Dubai, Shanghai and Mumbai. 

The financial crisis is redrawing the 
world in many ways and at many levels. 
We see how investors from outside 
Northern America and Europe come to 
the rescue by not selling stocks in finau- 
cial firms when others do—and by even 
investing additional billions of dollars, 
thereby slowly but surely expanding 
their reach. Increasingly, stocks in finan- 
cial firms are held by investors outside 
the established economies. After da- 
cades—or one could argue, centuries—of 
uneven globalization, we can witness the 
rise of what we could call ‘reverse global- 
ization’ or ‘globalization coming full 
circle’ as investments and returns are 
now moving in both directions. Structur- 
ally, increasing oil prices (despite tempo- 
rarily declining oil prices) and the rise of 
many emerging economies, two of them 
backed by billion-people-populations, 
have contributed to a shifting global 
power balance. The long-term economic 
and political consequences of this are 
still unknown, but it is clear that some 
financial centers in Asia will become 
more important now that globalization 
is coming full circle.« 
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A majority of Indian companies feel that the slowdown in Indian markets is a 


Managing Slowdown 
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temporary phenomenon even in the face of severe liquidity crunch 


worldwide. 


— Kiran Nanda 
Director, ERTF & Economic Advisor 
Indian Merchants’ Chamber (IMC), Mumbai 





erlous dimensions of interna- 

tional financial crisis are becom- 

ing apparent with successive 
bailouts of major investment banks. 
topped by takeover of principal mort- 
gage institutions, leading to layoffs and 
pile up of inventories. Internationa! 
money market is nearly frozen, result- 
ing in acute credit crunch. Total loss in 
stock values world over since the begin- 
ning of 2008 has been nearly $30 tn 
Total cost to the US could go to over $2 
tn since the crisis is not likely to end 
soon. 

Indian corporates, slowly but surely, 
are being sucked into the global finan- 
cial storm. In India, inflew of foreign 
capital is drying up and domestic credit 
has become expensive, resulting in de- 
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cline in growth of industrial output. The 
apparent slowdown of the US economy 
is bothering economists all over the 
globe. Emerging economies such as 
India and China are well aware of their 
dependence on the US economy and are 
bracing themselves for the impending 
impact. The global economy has slowed 
since the second half of 2007 against 
the backdrop of the financial turmoil 
and a deepening US downturn. 
Developments in the advanced in- 
dustrial economies pose major chal- 
lenges. First, a pronounced slowdown in 
the US is hurting the Emerging Market 
Economies (EMEs) which, although re- 
markably resilient so far, still depend 
significantly on external demand. Sec- 
ond, tighter conditions in global finan- 





cial markets are constraining EMEs 
with large current account deficits, par- 
ticularly those relying on more volatile 
portfolio financing. Countries heavily 
dependent on cross-border bank bor- 
rowing are greatly affected. 

There is no doubt that the global 
economy is sliding into the worst reces- 
sion since the 1970s. But there are 
promising signs like central banks 
gaining some traction with their efforts 
to stabilize financial markets and re- 
opening the lending taps; and the panic- 
selling that gripped stock markets for 
much of October seems to be abating. 
Since October 7, the day before major 
central banks announced coordinated 
interest rate cuts, the rates banks 
charge each other for overnight lending 
have fallen dramatically. Both the Eu- 
ropean Central Bank and the Bank of 
England reduced short-term borrowing 
costs. The US Federal Reserve, Bank of 
Japan and People’s Bank of China all 
lowered interest rates. 


Coping with liquidity crisis 
As the global financial crisis began un- 
folding in the first nine months of 2008, 
the foreign institutional investors pulled 
out close to $10 bn from India, dragging 
the capital market down with it. The li- 
quidity crisis, coupled with the credit 
Squeeze and a weak currency, is hurting 
various sectors. Banks have reduced 
home and auto loans. Car loans account 
for 70% of consumer auto purchases at 
present, down from 85% a year ago. 
Meanwhile, consumers are deferring 
other purchases, while financiers have 
been logging a drop in loan disbursals. 
The corporate sector is struggling too 
with its expansion plans and merger ac- 
tivity being pushed to the back burner. 
The weak rupee is of little help to 
exporters. Just last November the tex- 
tile and apparel industry was reeling 
from an 11% appreciation of the rupee, 
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as US and European clients were nego- 
tiating contracts and looking for 


- cheaper alternatives to source gar- 


ments. This time though the rupee has 
depreciated 21% in the past nine 
months, the industry is still struggling. 
The gains from a weak rupee are offset 
by rising input costs, for example, cot- 
ton prices have increased 30% in the 
past one year. The high cost of borrow- 
ing and the financial turmoil in their 
main export markets in the US and Eu- 
rope is affecting Indian exports. The IT 
sector, which should have been a benefi- 
ciary of the weak rupee is also concerned 
about its future due to the meltdown. 
The US still accounts for more than half 
of the global revenues for major Indian 
players in IT sector. 

However, a majority of Indian com- 
panies feel that the slowdown in Indian 
markets is a temporary phenomenon 
even in the face of severe liquidity 
crunch worldwide. According to a study, 
the companies are becoming more fo- 
cused on lowering costs rather than con- 
sidering borrowing at cheaper rates to 
protect their shrinking bottom line. One 
way of doing this is by efficiently utiliz- 
ing cash. Remittances, including salary 
payments, tax benefits and dividend 
payments are the most popular instru- 
ments used across industry. The 
present situation is quite critical for the 
companies that are cash strapped. On 
the other hand, it is an opportunity for 
those with money or with the ability to 
raise funds. 

To boost the falling demand, govern- 
ment policy can play a crucial role. For 
example, support can be given to those 
industries that have maximum forward 
and backward linkages like housing in- 
dustry, tourism, rural transformation, 
etc. Demand creation on an automatic 
basis will follow in a chain-like effect. 


Will China and India maintain 
their growth levels? 

Statistics indicate that manufacturing 
in China decreased sharply in October. 
According to the BBC Chinese network, 
China’s exports are shrinking because 
of fewer orders. The recession in North 
America and Europe is causing China’s 
export industry to face a difficult situa- 
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tion. Besides fewer orders, the export 
industry is concentrated along the coast 
of China, and China is also facing rising 
labor costs. Many toy manufacturers 
were forced to close down between Janu- 
ary and July before the Western crisis. 
Seven-thousand workers lost their jobs. 
China’s economic growth will fall into 
the single-digit range this year. This 
will be the first time that China’s eco- 
nomic growth has slid into a single-digit 
in the past six years. Unemployment 
has become the greatest concern of the 
Chinese people. 

Given the above picture of China, 
India’s investment scenario is healthy, in 
the more comprehensive sense. India’s 
GDP growth is projected at around 7-8%, 
with inflation showing signs of slowing 
down. The factors behind the growth rate 
include healthy investment levels, ex- 
panding consumer demand, and 
government's policies aimed at boosting 
growth. Besides this, the relief in various 
taxes, the scrapping of import duty on 
essential commodities will in turn help 
in reducing inflation. 


Impact on outsourcing industry 
With Barack Obama elected as the 44" 
President of the US, every Indian is won- 
dering if his victory will affect the Indian 
outsourcing industry. The million-dollar 
outsourcing industry in India is be- 
holden to the US for its survival. Al- 
though the BPO (Business Process 
Outsourcing) companies are receiving a 
good number projects from the Euro- 
pean countries, there is no denying that 
we still largely depend on the US com- 
panies when it comes to outsourcing. 
Over 80% of the BPOs and call cen- 
ters in India are regulated by the US 
companies. During his election cam- 
paign, Barack Obama had made some 
controversial remarks on outsourcing of 
American jobs to India. If he stands 
firm on what he said, then it will spell 
doom for Indian outsourcing industry. 
But actually he is not likely to go to that 
extent. On another occasion, he did indi- 
cate that he would make the US 
economy strong again by expanding op- 
portunities outward rather than clamp- 


ing down on outsourcing to countries 
like India and China. 


Outsourcing, in fact, is here to stay. 
There may be a slowdown. But the 
outsourcing industry will not collapse. 
The value of the business was esti- 
mated to be $47.8 bn in 2007, 10 times 
higher than what it was a decade ago, 
with a projected growth rate of 28% ev- 
ery year. India commands 5-6% share of 
the outsourcing industry in the world. 
which is a substantial chunk. 


India’s story is strong 

There has been a significant and posi- 
tive change in the way India has been 
managing its external sector with re- 
spect to changes in the global scenario. 
Appropriate exchange rate and good ex- 
ternal debt management are some of 
the positive traits of the Indian 
economy. New policies and mature gov- 
ernance have helped India face numer- 
ous global crises and yet maintain an 
enviable growth rate. 

While most economists worldwide 
believe that the slowdown of the US 
economy will impact the global 
economy, with countries like India and 
China being hit the hardest, a sizeable 
number of Indian entrepreneurs and 
economists believe in India’s ability to 
withstand global upheavals. Six 
months into the current turmoil, the 
overall impact has been manageable 
and most developing countries are per- 
forming well, but a worst case scenario 
cannot be ruled out. 

India’s growth story is funded more 
by domestic savings than by foreign in- 
vestments. The economy’s expansion is 
not dependent on foreign fund inflows 
that much. The increase in the domestic 
savings rate has been higher than the 
increase in the domestic investments 
since 2003. A high rate of investment 
growth is required to spur the economy 
into a trajectory of high growth. But 
once it plateaus at a higher level essen- 
tially with domestic savings, there is no 
need for higher foreign savings to sus- 
tain it. Even if net capital inflows fall by 
half in 2008, India’s macroeconomy will 
not be affected, as domestic savings lev- 
els are intact. There, however, could be 
some impact on different sectors at the 
micro level.s= 
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Banking and Financial Supervision 


Towards a Better Framework 





The recent crisis has shown that in addition to the application of 
prudential requisites, something more than a detailed MoU between 
monetary and supervisory authorities is necessary to provide a safe and 


transparent framework for efficient financial supervision. 


— Alessandro Gambini 


Economist, Centre for Macroeconomics and Finance Research (CeMaFiR) and Money and 
Finance Research group (Mo.Fi.R.), Universita Politecnica delle Marche, Ancona, Italy 


— Marco Arnone 


Professor of Economics and Finance of Emerging Markets, Centre for Macroeconomics and 


Finance Research (CeMaFiR), Milan, Italy 





he current financial crisis has 

undoubtedly shown the inabil- 

ity and/or unwillingness of the 
existing supervisory and regulatory 
framework to deal with the present and 
more and more integrated and liberal- 
ized financial markets. The traditional 
lines of demarcation between financial 
firms and products have been blurred 
by the emergence of financial conglom- 


24 | January 2009 | 


erates, combining in a single organiza- 
tional structure at least two major fi- 
nancial services activities and financial 
innovations. Creative finance has 
added a further element of instability 
to the markets, and the securitization 
of all kinds of credit has led to the lever- 
aged propagation of the financial tur- 
moil from the USA to the rest of the 
world. 


In this context, the established regu- 
latory and supervisory structure has 
not been able to properly oversee the fi- 
nancial markets and prevent the conta- 
gion of financial crises. Was it just a 
matter of inadequate and lazy pruden- 
tial supervision or the architecture of 
supervisory and regulatory national 
agencies also played a significant, 
though perhaps less striking, role? We 
think that financial architecture had a 
role and contributed, together with un- 
fair regulatory governance in terms of 
independence, accountability and 
transparency practices to create a less 
stringent framework of preconditions to 
effective prudential supervision. 

When we deal with the architecture 
of national supervisory agencies, the 
two key questions are: (1) Should pru- 
dential supervision be integrated, cov- 
ering banking and securities and/or in- 
surance markets, or decentralized in 
multiple specialized authorities, one 
for each sub-sector? (2) Should banking 
and financial supervision be conducted 
inside or outside central banks? 


Integration vs. Specialization 

The advantages and disadvantages of 
assigning a broader scope to a supervi- 
sory authority have been discussed at 
length (Briault, 1999; Llewellyn, 1999; 
and Abrams and Taylor, 2002). Assign- 
ing a broader scope to the supervisory 
authority may facilitate the supervi- 
sion of financial conglomerates on a con- 
solidated basis: a unified or integrated 
authority might better understand risk 
transfers among different financial in- 
termediaries and the cross-sector na- 
ture of financial conglomerates might 
be better prepared to develop a consis- 
tent supervisory approach to monitor 
similar financial products, regardless 
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of which institutions carry them out. In- 
tegrated supervision may avoid prob- 
lems of regulatory arbitrage and of com- 
petitive inequality, duplication, over- 
lapping responsibilities and gaps which 
can arise in a multiple agencies system. 
It may be better able to resolve conflicts 
emerging between different regulatery 
goals and respond to the changes in the 
financial landscape, and may be mcre 
accountable, since it should be clear 
who should be held to account for any 
failure or mistake. In addition, an inte- 
grated supervisory authority may be 
able to realize cest savings from the 
point of view of both the government 
and market participants. As far as it 
concerns the former, this could happen 
thanks to economies of scale and sccpe 
arising from the existence of a single set 
of central support services (human re- 
sources, information services, etc.), a 
unified statistical reperting system for 
regulated firms, and a single database 
for the authorization of firms and regis- 
tration of individuals. Market partici- 
pants could take advantage of the fact 
that a unified or integrated authority is 
a single and more transparent point of 
contact for all supervised institutions. 
Finally, a larger supervisory authority 
may be better able to attract and main- 
tain professional staff and expertise 
and employ a competitive human re- 
sources policy, including career plan- 
ning and training programs. 

One of the most cited shortcomings 
arising from a single authority is that 
such a supervisory agency would be ex- 
tremely powerful. This power might be- 
come excessive and alse turn into exees- 
sive bureaucracy and, thus, inability to 
promptly react to new problems and 
changes in the financial landscape. it i 
also possible that a single supervisor 
might not have a clear focus on the ob- 
jectives of regulation and might no: be 
able to recognize the unique character- 
istics of banking, securities and insur- 
ance industries, which, though made 
less evident by the introduction of fi- 
nancial conglomerates, still persist and 
will persist in the future. A ‘moral haz- 
ard’ argument might also arise, in that 
the public may assume that creditors of 
all institutions supervised by the inte- 
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grated agency will receive equivalent 
protection. In this case, if depositors or 
other creditors are protected from loss 
in the event of a bank failure, other in- 
vestors might decide to implement 
highly risky financial operations under 
the impression that all financial insti- 
tutions supervised by the same regula- 
tory agency would be treated in the 
same manner. The creation of a single 
authority will imply the adoption of a 
single approach; hence, that valuable 
information arising from the experience 
of different approaches to supervision 
would be lost. Further, there is no gen- 
eral agreement over the rising of econo- 
mies of scale and scope for the unifica- 
tion of supervisory powers, since 
diseconomies of scale might emerge 
from an excessive bureaucracy of the in- 
tegrated authority, while the synergies 
between different functions might not 
be so large. 


The role of the central bank 

As with the question of specialized or in- 
tegrated supervisors, there are reason- 
able arguments in favor of and against 
CB role in banking supervision (Goodhart 
and Shoenmaker, 1995; Haubrich, 1996; 
Padoa-Schioppa, 1999; Briault, 1999; 
and Abrams and Taylor, 2000). 

The most cited argument for com- 
bining monetary policy and supervisory 
responsibilities is an information one, 
based on the synergies between the in- 
formation required for the conduct of 
monetary policy and banking supervi- 
sion. On the one side, central bank’s ac- 
cess to information on banks’ perfor- 
mances, creditworthiness, liquidity, 
and solvency collected for supervisory 
purposes helps the monetary authority 
in understanding the transmission of 
its monetary policy in the oversight of 
the payment systems and in the exer- 
cise of its function as lender of last re- 
sort. On the other side, the information 
arising from payments systems and 
monetary policy operations gives valu- 
able insights for the performance of su- 
pervisory tasks. The information ad- 
vantage is particularly needed in times 
of crisis, when only direct supervision 
can deliver the essential information on 
time to the central bank, whose concern 





for the systemic stability of the finan- 
cial system and the prevention of conta- 


gious systemic crises is, hence, another 4 


argument in favor of combination. In ad- 
dition, allocating supervisory powers to 
the central bank may raise some opera- 
tional advantages, such as the increasing 
of economies of scale as important as 
those arising from combining the regula- 
tion of different sectors, and the possibil- 
ity for the supervisory structure to take 
advantage of the central bank’s solid in- 
dependence and comparative advantage 
in recruiting and retaining the best staff. 

Turning to the potential disadvan- 
tages of combining monetary and regu- 
latory responsibilities in a single insti- 


tution, a conflict of interests may arise — 


for the central bank responsible for 
both functions, in that it may conduct a 
too-loose monetary policy because of 
concerns about the health of the banks 
it regulates, thus endangering price 
stability. A related moral hazard argu- 
ment is often raised, since supervised 
institutions may take high risks in the 
belief that, in case of difficulties, they 
would be saved by the central bank 
through its lending of last resort func- 
tion. Further, any bank failure per- 
ceived as a regulatory failing would be 
also perceived as a central bank failing, 
thus undermining the credibility and 
reputation of the central bank, which is 
an essential requirement for the accom- 
plishment of its duties in the monetary 
field. Finally, widening the role of the 
central bank may create an excessive 
concentration of power, which on the one 
side may hinder the system of checks 
and balances on which the central 
bank’s accountability relies, while on 
the other side, may raise the risk for the 
central bank to be subjected to political 
pressure and political control, thus po- 
tentially undermining the indepen- 
dence of all its functions, including 
monetary policy. 


Recent dynamics and evidence 

The arguments arising for the two basic 
questions concerning institutional 
structure are finely balanced, and the 
existing structures over the world inevi- 
tably reflect country-specific factors, 
such as the structure of countries’ finan- 
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cial systems, past traditions, the politi- 
cal and social environment, and the size 
of the country. What about the dynam- 
ics of the institutional structure along 
these years of markets changes and de- 
velopments? In the last two decades, a 
number of countries have been reconsid- 
ering the organizational structure of 
their financial supervision and, follow- 
ing the leading example of Scandina- 
vian countries and of Canada at the end 
of the 1980s, many of them have 
adopted an integrated or unified super- 
vision by merging prudential banking 
supervision with the one of the other 
two sectors, at least one of them. 
Norway first established a single 


_ supervisory authority outside central 


bank for its banks, insurers and securi- 
ties dealers. There are 24 countries in 





the world, 19 of them OECD members, 
that have unified or partially unified 
banking supervision with securities 
and insurance supervision; the list com- 
prehends Australia, Austria, Belgium, 
Canada, Denmark, Estonia, Finland, 
Germany, Hungary, Iceland, Ireland, 
Japan, the Republic of Korea, 
Kazakhstan, Latvia, Luxembourg, 
Liechtenstein, Malta, Mexico, the 
Netherlands, Norway, Sweden, Taiwan 
and United Kingdom. Only Dominican 
Republic in 2003 replaced the unified 
supervision of banks and securities 
companies under the control of the cen- 
tral bank with two separated and spe- 
cialized agencies outside the monetary 
authority. 

With regard to the role of central 
bank, the regulatory and supervisory 
powers were not moved to the control of 


_ the monetary authority in any country 
=£ where the supervision of banks was 


previously outside the central bank. 
The only exception is represented by the 
Czech Republic, where financial market 
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There is no universal ideal model since the 
institutional regulatory structure has to reflect the 
structure of the regulated industry, the past 
traditions and the political environment. 


supervision was integrated into the 
Czech National Bank on April 1, 2006, 
taking over the work of the Czech Secu- 
rities Commission, the Ministry of 
Finance’s Office for Supervision of In- 
surance and the Office for Supervision 
of Credit Unions. The opposite direction 
towards locating banking supervision 
outside the central bank was taken in 
all of the above-mentioned countries in 
which banking supervision was as- 
signed to the central bank before the in- 
stitutional reorganization. The only ex- 
ception is the Netherlands, where still, 
after the reorganization in 2004, the 
monetary authority maintains its role 
of bank supervisor with the additional 
responsibility of insurance sector su- 
pervision. Interestingly, Turkey and 
China, whose supervisory framework 


are based on separate agencies for each 
sector, decided to take banking supervi- 
sion out of their national banks respec- 
tively in 2000 and 2003. 

Despite the variability in the 
changes in creating new supervisory na- 
tional architectures, a clear trend 
arises towards fewer central banks re- 
sponsible for banking supervision and 
the creation of new supervisors provid- 
ing supervision for a wider range of fi- 
nancial institutions on an integrated or 
unified basis. Considering the possible 
combinations deriving from the basic 
questions introduced at the beginning, 
two models of financial supervision 
seem to be the most frequent: on the one 
side, countries with a high level of unifi- 
cation of supervisory powers and weak 
central bank involvement (non-central 
bank—single or integrated financial 
authority regime), and on the other side, 
countries with a low level of unification 
and strong central bank involvement 
(central bank dominated multiple su- 
pervisory regime). The appearing in- 
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verse correlation between the level of fi- : 
nancial sector integration and the role 
of the central bank was econometrically 
tested by Masciandaro (2004), whase 
analysis confirms the existence of such 
a tradeoff by finding a negative sign for 
the coefficient explaining the relation- 
ship between the degrees of central 
bank involvement and supervisory pow- 
ers unification. Several authors have 
noted that “there is no universal ideal 
model” (Goodhart et al., 1998) since the 
institutional regulatory structure has 
to reflect the structure of the regulated 
industry, the past traditions, the politi- 
cal environment, and the size of the 
single country. 

Nonetheless, the question cf 
whether the efficiency of financial and 
banking supervision is influenced by 
the effective institutional structure is 
open, particularly in the light of the re- 
cent episodes of prolonged financial tur: 
moil. In a previous work (Arnone anc 
Gambini 2007), it has been highlightec 
that a higher quality of banking super- 
vision, in terms of compliance with the 
Basel Committee Core Principles for 
Effective Banking Supervision, was 
achieved in the period between 1999 
and 2004 by those countries applying 
“an integrated supervision of banks to- 
gether with securities and/or insurance 
companies inside the central bank.” In 
our view, the very relevant argument in 
favor of central bank involvement is the 
flow of soft information that is avail- 
able to a monetary authority, with also 
supervisory powers. Apart from the lazy 
application of prudential requisites, 
the recent crisis has shown that some- 
thing more than a detailed memoran- 
dum of understanding between mon- 
etary and supervisory authorities has 
to be implemented to provide a safe and 
transparent framework for efficient fi- 
nancial supervision. Hence, in addition 
to applying more transparent rules to 
banks’ balance sheets, we hope that fur- 
ther efforts will be made in the near fu- 
ture to understand how the supervisory 
architecture as well as regulatory gover- 
nance can make efficient banking and 
financial supervision more likely.# 
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ake one: November 3, 2000, the 
euro/dollar ratio is 0.8660—an 
all-time record low for the euro. 
Take two: July 18, 2008, the euro/dollar 
ratio is 1.6038—an all-time record high 
for the euro. From July 2008 to present 
(November 30, 2008), the American dol- 
lar has come back from a dollar/euro ra- 
tio of 0.6325 to 0.7880. Are we going to 
see the dollar strengthening to parity? 
Can we predict the course of the dollar 
or the euro in the near-term? Will the 
euro take over the dollar as the global 
reserve currency? The issue, to say the 
least, is very complex. In game theary 
terms, the Foreigm Exchange (Forex) 
market may be viewed as a multi-stage 
mu_ti-player game. 
From a mathematical modeling 
standpoint, it cam be considered as a 
time-dependent, multiple equations 
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and multivariate model. Either way, 
the Forex market is nearly impossible 
to predict. Having said that, it is the 
purpose of this article to discuss and 
possibly outline the near future paths 
for the dollar-euro ratio. It is done by 
going back to the basics of national and 
international monetary policy, while 
discussing the effects of the Information 
Technology and Communications (ITC) 
revolution and globalization on the US 
and the Eurozone economies. 

Before delving into the aspects of 
international finance and their impact 
on national interest rates, a few obser- 
vations about the significant changes 
that have occurred globally in the past 
20 years are in order here. The US 
economy has greatly benefitted from 
the ITC revolution that has taken place 
since the early 1980s. The appearance 


of the personal computer (PC), the 
laptop, the cellular phone, the USA 
1984 Antitrust Enforcement Disman- 
tling Bell System, the USA 1996 FCC 
Telecom Act, the Emergence of the 
Internet and Intranets (Local Area Net- 
works, LAN) as well as digital storage 
has tremendously increased global pro- 
ductivity and that of the US especially. 

The US economy has not only ben- 
efitted from the ITC revolution but also 
transformed in such a way that the pro- 
duction of intangible goods (namely, the 
generation of intellectual property, in- 
novation and products thereof) has be- 
come a significant part of its GDP. 

Another important aspect is the 
relative low cost of transportation of 
products. Global transportation has 
greatly improved in the past 20 years, 
making it possible for American compa- 
nies—and others as well—to ship raw 
materials to low labor-cost countries, 
produce the goods there and ship them 
back to the US, as the shipment cost 
comprises a low fraction of the product 
price, thus enabling them to generate 
high profit margins. Though oil price per 
barrel has increased five times over the 
past eight years (OPEC’s band was $22- 
$28 per barrel in March 2000), it has 
hardly impacted the US economy. 

It was the subprime mortgage crisis 
that took it down. What then has 
changed? A few things. First and fore- 
most, the price of a barrel has hardly 
changed since the early 1980s. So the 
real—adjusted value—of an oil barrel 
should be in the range of $150 per bar- 
rel. In fact, in the past 20 years, global 
economy has benefitted from oil at large 
discount. Second, as mentioned, US 
productivity has greatly improved over 
the past 20 years (the US’s GDP CAGR 
is roughly 5% over the last two decades), 
so the impact of real oil price on the 
economy as a whole is less significant. 
Lastly, shipment costs are a small com- 
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ponent in the price breakdown of US 
products such that producers can take 


- up five times oil price increase without 


transferring the extra cost to the con- 
sumers. These aspects have an impor- 
tant impact on global economy. 

As we witnessed in the past eight 
years, the US economy did not reduce 
its oil consumption in spite of the dra- 
matic increase in price; nor has it expe- 
rienced high inflation even during 
booms (also because of cheap Chinese 
imports). Post-ITC revolution, Ameri- 
can economy has turned out to be far 
more resilient than anticipated by 
many experts. The ITC revolution has 
greatly impacted international mar- 


` kets as well. The post-ITC revolution 


markets are closely meeting the theo- 
retical ‘Efficient Market’ assumption of 
economists. 


Our current financial markets are 
computerized. They allow for an easy 
and fast access to foreign markets as 
well as exotic financial instruments. 
Transaction time is almost instanta- 
neous. Moreover, the advent of comput- 
ers allowed for computerized trade as 
well as the appearance of new financial 
instruments (e.g., derivatives and 
structured products). There is an ongo- 
ing increasing trend of interdependen- 
cies in the international financial mar- 
kets. Therefore, post-ITC revolution, fi- 
nancial markets are extremely respon- 
sive (time-wise) and accessible. This 
manifests as extreme volatility over 
short times, as we witnessed in the past 
few months. 

To summarize so far, even though 
the economic rules and basics that have 
ruled our life in the past 500 years have 
not changed, the financial markets and 
national economies have greatly 
changed globally in the past 20 years. 

Now that we are on the same page 
about the tremendous changes that 
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American economy has turned out to be far more 
resilient than anticipated by many experts. 


have happened in the past 20 years, let 
us delve into the topic. When the US 
Federal Reserve’s chairman considers 
whether to lower or raise the US inter- 
est, he is always between the rock and 
the hard place, having the dollar/euro 
ratio of second importance. The interest 
rate decision has to compromise be- 
tween two conflicting requirements. 
Namely, the Fed’s decision has to bal- 
ance or optimize between the unem- 
ployment rate versus inflation rate. 
When making such a decision the Fed- 
eral Reserve is aware of the impact on 
current account (balance of payments). 
One thing we can be certain of is: the 
interest rate knob is quite limited and 
it is hardly likely that the Fed will be 
able to prevent recession in the US and 
the Rest of the World (ROW). How long 


will the recession be? 


As a guideline, I would suggest to 
estimate it by the time it takes us to get 
to the bottom. Once we are past the bot- 
tom (we will be able to tell that we are 
past it), it will roughly take the same 
time to recover. So here you go, now you 
have a yardstick and you can have your 
own guesstimate about the expected re- 
covery. Now, when the Fed sets the in- 
terest rate, there are other tradeoffs 
(than unemployment and inflation). 
The first that comes to mind is the dol- 
lar exchange rate. The second is trade 
balance (a weaker dollar supports US 
exports and inhibits imports). In regu- 
lar times, when the US interest rate is 
lower than that of the Eurozone, we 
would expect the euro to gain strength 
against the dollar. However, in the past 
months we have witnessed a counter- 
trend. 

The dollar has come back, even 
though the Fed has consistently low- 
ered the interest rate. Why? Enter in- 
vestors’ expectations. Counter intu- 
itively it seems that in times of strife 


Dollar vs. Euro 


global investors do put their trust in the 
US dollar more than in the euro. One 
would have speculated that China that 
holds roughly two trillion of dollars 
(most of them invested in US treasur- 
ies) would have shifted some of it to the 
euro, but it did not happen to date. Is 
there a possibility that the dollar will 
further strengthen and the euro will fur- 
ther weaken in the near-term? 

My estimate is positive. There are 
two possible forms of foreign money in- 
flow to the US. Global investors, as well 
as the Chinese government, still con- 
sider US treasuries as the safest secu- 
rities on earth in times of crisis; cur- 
rently, the yield to maturity of US trea- 
suries is at a record low and the recent 
strengthening of the dollar indicates 
that global investors too consider so. 

Moreover, at some point in the fu- 
ture, if the crisis deepens and US real 
assets prices go down enough, assets in- 
vestment may take place as another 
form of flow of funds into the US and 
will further strengthen the US dollar. 
This has already happened in the past 
when Japanese, Arab and other inves- 
tors had bought real assets in the US. 
At the moment, it seems that, as far as 
this crisis is concerned, the US is better 
positioned to face it than the Eurozone. 
So far the Eurozone has been quite slow 
in its response and has given more em- 
phasis to inflation than to the economic 
slowdown. 

However, when the ECB starts cut- 
ting down interest rates, there will be 
further outflow of funds from the 
Eurozone and its exchange rate is likely 
to fall. Is that likely to happen? Well, oil 
prices have already fallen, inflation 
pressure is going down, and the euro 
economy has already slowed down. It is 
just that the response of European deci- 
sion makers is slow. 

Moreover, not just that the 
Eurozone economy has not proven to be 
resilient against the American eco- 
nomic crisis; it is likely to pay a price in 
the emerging markets front. Now that 
large and fast-growing emerging mar- 
kets such as India and China have 
started slowing down, it is feared that 
the great exposure of the Eurozone to 
these markets will further enhance the 
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effect of the crisis and contribute to a 
slower recovery of the Eurozone than 
anticipa ted. Unlike the US and Japan, 
it is estimated that European banks 
have loaned about $3.5 tn to emerging 
market countries. 

To date, $250 bn of these loans have 
been written off. It is estimated that 
about 75% of the Indian and Chinese 
loans were taken in Europe (it is esti- 
mated that US banks have loaned 
about $500 bn and Japanese about 
$200 bn to India and China). 

This great exposure will further af- 
fect the potential recovery of the 
Eurozone. Furthermore, some of the 
new members of the Eurozone in the 
Baltic Sea and Eastern Europe (such as 
Latvia, Estonia and Hungary) already 
find it difficult to raise funds from the 
International Monetary Fund (IMF), 
and that will further weigh on the recov- 
ery of the Eurozone. 

What about China? From an Ameri- 
can standpoint, about once in a decade 
the US economy—and trade balance— 
is troubled by some foreign country. It 
wes Arabic petro-dollars in the 1970s, 
Japanese imports in the 1980s, and 
Chinese cheap imports in the 1990s. 
Notably, in terms of flow of funds, most 
of these funds have been invested back 
in the US economy in a variety of forms 
(e.g., FDI, Securities, real assets, etc.) 
China holds the largest currency re- 
serve to date—roughly $2 tn—and most 
of it is invested in US treasuries. Had 
the Chinese government decided te 
switch to eure-dominated bonds, it 
would have resulted in both skyrocket- 
ing maturities as well as significant de- 
valuation of the US dollar. 

However, it seems unlikely that 
China would make such an irrational 
move. Politically wise, China has no in- 
terest in getting into a political conflict 
with the US during this crisis. In fact, it 
is wiser on China’s part not to do so, 
thereby increasing its US debt and po- 
litical bargaining power. Moreover. 
since China’s acceptance into the WTO, 
the US has avoided applying Section 
421 (an anti-dumping provision 
granted to the US in the China-WTO 
agreement) safeguard protection 
against Chinese imports even in cases 
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where the International Trade Com- 
mission (ITC) did find that Chinese im- 
ports disrupted the US market. So 
China has very good political reasons to 
stick with US treasuries. 

However, from a financial perspec- 
tive, China is also a captive of the situa- 
tion. Selling US treasuries, impacting 
the US exchange rate (namely weaken- 
ing the dollar), and potentially forcing 
the Fed to raise interest rate would 
probably hurt China more than the US. 
First, China will not be able to switch 
all its US treasuries to euro bonds at 
once, and therefore the rest of its dollar 
reserve will get significantly devalued. 
Moreover, a weakened dollar, as well as 
recession, will further inhibit Chinese 
imports to the US. Since the Chinese 
economy greatly relies on exporting to 
the US, China’s interests are tempo- 
rarily aligned with US interests. 





more than the US. 


It is noteworthy that in contrast to 
the US officials’ and Congressmen’s 
loud protest against cheap Chinese im- 
ports, these imports are helping the US 
in keeping the lid over inflationary pres- 
sure in two ways. The first relates to the 
price of goods sold (in Wal-Mart and the 
like) that is kept low by cheap Chinese 
imports, and the second relates to keep- 
ing the wages from going up. It is the 
triple combination of improved produc- 
tivity (ITC revolution, remember?), dis- 
count on real oil prices, and cheap im- 
ports from China that allowed the US 
Federal Reserve to cut down interest 
rates (on some occasions having a nega- 
tive real interest rate) without heating 
up the US economy. 

This might be one explanation why 
the US administration did not exercise 
the safeguard protection of Section 421 
even in clear cases of a surge in Chinese 
imports to the US. Not just that, US 
imports comprise 16% of the GDP, so 
there are far more important issues to 


Selling US treasuries, impacting the US 
exchange rate, and potentially forcing the Fed to 
raise interest rate would probably hurt China 


consider (e.g., US debt is currently $9 t1 
or about 65% of the GDP) than cheay 
Chinese imports. Thus far, US consum 
ers have paid the price of a weakenec 
dollar in two fronts. Car fuel prices have 
significantly gone up (the US import: 
roughly two-thirds of its oil), and so was 
outbound tourism. 

However, summing up the balance 
the tradeoff does pay to the economy as 
a whole (American population is not 
much of a touring population, relatively 
speaking). Getting back to the US debt, 
it is clear that once the bailout program 
concludes successfully, the FED will 
have to deal with the growing national 
debt. Considering the alternatives (de- 
fault on debt and printing money), it is 
clear that debt default is less appealing 
(this might create another global cri- 
sis); so printing money accompanied by 
rate increase is likely to happen once 





the debt nears 100% of the GDP. Cur- 
rent account? 

In the past couple of years, the defi- 
cit has shrunk from 6.5% of GDP to 5%. 
Although it greatly depends on capital 
flows from Asian and OPEC countries, 
it seems improbable that dramatic 
capital flows will occur during the crisis 
and over the near-term post-crisis. If 
there is no significant capital outflow 
from the US, then the dollar will keep 
regaining value, otherwise it will fall 
back again. Lastly, since it is the US 
interest rate versus other regions of the 
world (Eurozone, etc.), once central 
banks start cutting down the rates, the 
dollar will do better. 

So paradoxically, in the short-term, 
it seems that the odds are in favor of the 
dollar such that the dollar-euro ex- 
change rate will further improve. How- 
ever, as mentioned earlier, it is a multi- 
stage multi-players game of possibili- 
ties and probabilities.s 
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While bailouts for banks have become commonplace during crises, they 
should be resorted to only if the fallout is systemic. 





— Puneet Prakash 


Assistant Professor Finance, Insurance and Real Estate 


Snead Hall - School of Business, Richmond, US 





he rush on the part of govern- 

ments -0 ‘bail banks out after a 

spate of recent bank failures in 
Europe and North America (especially 
the US) makes one wender what hap- 
pened to these model societies of capi- 
talism. USA was mockingly referred to 
as United SociaHst Republic of 
America when the US Treasury Seere- 
tary Paulson first proposed the bailout 
plan for banks on September 20, 2008. 
The irony is not lost since ‘markets- 
know-best’ proponents of capitalism in 
the west not only permit efficient firms 
to keep the entire surplus but also con- 
clude (unanimously)—|et the inefficient 
firms fail. The intention is that taxpay- 
ers should not have to bear the cost to 
save them. Then why not let banks fail? 
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Though this analysis is undoubtedly 
necessitated by the present bailout ac- 
tion, yet it is imperative that we realize 
it is not the first time that such bailouts 
have been undertaken. In the US alone, 
earlier bailout examples include the fol- 
lowing: Franklin National Bank (1974); 
Continental Illinois (1984); and the 
Savings and Loan (S&L) Corporations 
(1989). Eventually, those bailouts 
ended up costing the taxpayers $0.18 
bn-$180 bn. And on an average each of 
these crises took approximately seven 
years to resolve. The present crisis 1s 
however much bigger in size and affects 
the entire world. 

It is not just the US which has re- 
sorted to bailing out banks. Europe, as a 
whole, had decided to inject its banks 


with over $2 tn by the middle of October 
2008. On the other hand, China an- 
nounced in November 2008 a $586-bn 
fiscal stimulus package, though not a 
bank bailout. The two are interrelated, 
and in this economic crisis, different 
forms of response meant to achieve the 
same objective. The causa proxima for 
the current economic crisis is the bank- 
ing industry. But why should the tax- 
payer bear the cost of the greed of a few? 
Doesn’t the financial theory of Sharpe 
and Lintner tell us that only the sys- 
tematic risk should be borne by every- 
one, while the idiosyncratic component, 
like risks specific to one industry, can be 
diversified away? Don’t governments 
stand back and let other industries pull 
themselves out from the holes they dig 
themselves into? But in the theory lies 
the answer as to why bank bailouts may 
become necessary. 


Why bailouts for banks? 


Banks are interconnected, with large 


=- 


ones having their tentacles in every .. 


piece of the economy, real or financial. 
Not only are they lenders to every sector 
in the economy, but also financial inter- 
mediaries. This means they transform 
one type of security into another, which 
atomistic investors like us hold as a fi- 
nancial asset. Thus, when banks fail 
two things happen. Our credit lines go 
dry and the value of the financial assets 
we hold plummets. The greater the size 
of the bank, the greater the impact, 
since larger values and more number of 
people get affected. The risk of failure of 
large banks becomes systematic risk, 
which everyone has to share. This ratio- 
nale for bailing out banks is labeled the 


‘too big to fail’ argument. Thus, when s 


banks become so big that the entire fi- 
nancial system gets threatened by their 
collapse, we as taxpayers have to bear 
our share of the cost, i.e., the systematic 
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risk. Doesn’t the solution then lie in 
having many small banks, perhaps spe- 


; - cialized? Unfortunately, studies of the 


economies of scale and scope carried out 
on banks suggest that smaller banks 
are inefficient, and can improve their 
efficiency by becoming larger in size. 

So far, the gargantuan problem that 
we are dealing with right now doesn't 
seem to have any solution other than a 
bailout. Large banks are too big to fail, 
small are inefficient, while medium 
ones can still cause systemic failure de- 
pending upon their centrality in the net- 
work. In the end, the taxpayer seems to 
be a savior, but in reality might be the 
one left holding the bag. However, the 


- situation may not be as hopeless as it 


seems, and two lines of action seem fea- 
sible to minimize the cost to the tax- 
payer. The first method is to let the bad 
ones fail and bail out the good ones. But 
the problem with banks is when bad 
ones start failing, the good ones also 
start going under. The way in which this 
happens is outside the control of good 
banks and is called a bank-run. Runs on 
a bank are not a textbook phenomenon 
which used to occur a long time ago dur- 
ing the Great Depression era. Last year, 
in September, Northern Rock Bank in 
Britain faced such a run. It was the 
eighth largest bank in UK at that time. 
Bank of England had to pledge unspeci- 
fied levels of liquidity to it in order to 
tide over the run. 

At the root of bank-runs, there are 
two factors. First is the nature of its li- 
ability—‘demand’ deposit. Banks have 
to pay the depositor the amount in his 
account when the depositor so de- 
mands. When all its depositors start 
demanding their deposits back at the 
same time, it causes a liquidity crisis 
for the bank. During the great depres- 
sion, banks temporarily suspended 
withdrawals to prevent panic runs. 
Subsequently, in 1934, the US govern- 
ment created the FDIC which guaran- 
tees deposits of small investors to the 
tune of $100,000. In the current crisis, 
this limit has been raised to $250,000 
so as to instill confidence in depositors. 
The enhanced limit will continue until 
the end of 2009. The second factor which 
causes bank-runs is information asym- 


metry. Investors do not have sufficient 
information to distinguish between a 
good bank and a bad one. This leads to 
adverse selection problems, causing in- 
vestors to pool the good ones with the 
bad ones. When a bad bank becomes in- 
solvent, the good one is pooled together 
with it due to asymmetric information, 
causing a run on the good bank. As infor- 
mation economics argues, this form of 
adverse selection can lead to market 
failures. The only way to tackle this 
hurdle is to provide more information to 
investors. That is why we witnessed the 
British Bankers Association making a 
public announcement that Northern 
Rock was a healthy bank. 

While bailouts for banks have be- 
come commonplace during crises, it is 
important to note that instilling confi- 
dence in small depositors at the same 
time is crucial to the success of the bail- 
out plan. This can be achieved by rais- 
ing the limits on insured deposits, pro- 
viding more information, and in the ex- 
treme, nationalizing banks. The second 
way to minimize the cost of bank failure 
to taxpayers is timely action by regula- 
tors. Act fast, act decisively. Poorly per- 
forming banks can be merged with other 
healthy suitor banks with the aid of the 
regulator. If the crisis has already set 
in, such forced mergers can precede the 
actual bailout plan, with the central 
bank acting as a guarantor behind some 
mergers/acquisitions. Thus, in March 
2008, Bear Stearns was sold to JP Mor- 
gan Chase with financial backing from 
the Federal Reserve. In September this 
year, Merrill Lynch was able to find a 
buyer in Bank of America. 

Notice that a bailout does not mean 
that all banks need to be bailed out, bad 
ones can still be allowed to fail. Lehman 
Brothers could not find a buyer, and the 
Fed refused to back it. The quality of the 
financial assets that Lehman owned 
was apparently so bad that even the 
Fed with its huge resources could not 
use them as collateral. We must re- 
member that insolvency is not neces- 
sarily a bad thing. Ifa firm costs more to 
the society than it generates, it is better 
for all to allow it to fail. More often than 
not, insolvent firms reach that stage 
because of mismanagement. Many of 


them emerge from bankruptcy with a 
new management and are leaner orga- 
nizations which get nursed back te 
health. Still, few of them do get liqui 
dated. 

So, the moral of the bailout story se 
far is: banks are different from usual 
corporations. Bad ones need not be 
bailed out; and a bailout by taxpayers 
becomes necessary only if the fallout is 
systemic. Such a bailout should also be 
accompanied by measures which re- 
store the confidence of the small deposi- 
tors in the banking system. The objec- 
tive should be to minimize the cost of 
the bailout to the taxpayer, and timely 
action helps achieve that objective. 


Executing a bailout 
Assuming that a bailout of banks E 
deemed necessary, how should it be car- 
ried out? When the US Treasury secre- 
tary proposed it in September 2008, he 
wanted to buy out the bad assets of in- 
dividual banks using the bailout 
money. On the other hand, Britain in- 
jected equity into the banks in the form 
of preferred stock, in effect becoming a 
shareholder in the profits and losses ef 
these entities. US changed the strategy 
later on, and decided to pick up pre- 
ferred stock instead. Subsequently, the 
Citibank rescue package in November 
2008 included $7 bn of preferred equity 
for the government. Both strategies are 
worthwhile, but the US had to change 
horses midstream. Reason being— 
there was little data available to dis- 
tinguish bad assets from the good ones 
fast enough; and there was no way to 
price those assets. The other strategy ef 
picking up preferred stock, which pays 
fixed dividends without change in MaR- 
agement, has both pros and cons. In- 
stead, if the government buys the com- 
mon stock it gets an opportunity to par- 
take in its management. But are gov- 
ernments good managers? I will let the 
reader decide that one. 

In the coming days, the nature of ex- 
ecution of the bailout might change. A 
individual banks get more data amd 
time to isolate bad assets from goad 
ones, a pool of bad assets from ail 
banks may be formed. Mathematically, 


ve 


the effect of pooling them together en- 
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hances the predictability of how the 
pool is going to behave. Then a correct 
price for these assets can also be deter- 
mined, and we might see money from 
the bailout package going towards their 
purchase. If management is a problem, 
governments can force changes before 
handing over the bailout money. It is a 
perfect opportunity to reorganize out- 
side a court. Else, an office of a Bank 
Ombudsman (Czar) might be created, 
which negotiates reorganization, divi- 
dend payout and management changes 
outside bankruptcy before handing over 
the taxpayers’ money. 

banks which face short-term li- 
quidity problems can be given short- 
term debt out of the bailout money, 
which is senior to all other claims over 
the bank. There is a precedent for it, 
wherein firms operating under bank- 
ruptey protection are given short-term 
priority loans to tide over their working 
capital problems (called debtor-in-pos- 
session financing). The government can 
also act as a backstop for some of the 
losses that banks incur on their asset 
portfolics. The Patriot Act in place does 
that “or insurance companies in case of a 
terrorism event. Similarly, it could also 
write excess-of-loss type of contracts 
with or without limits with individual 
banks. In the case of Citibank, the bank 
has agreed to absorb losses up to a cer- 
tain point before the government bailout 
begirs. As of now, there is no way to de- 
term:ne if a single method of executing 
the baiieut of the ones given above is bet- 
ter than the others. Each comes with its 
pros. Aiso, there are no studies which tell 
us ifa certain combination is better. May 
be all methods above can be employed 
depending upon the individual case and 
country with the cbjective that the cost to 
the taxpayer gets minimized. 





Negative externalities of bailouts 

Imagine a bank which knews that even- 
tually the government is going to bail it 
out. Does it have incentives to not in- 
dulge in excessive risk-taking (greed of 
the few? No. This is the most severe 
form of moral hazard that results from 
such bailouts. Research has pointed out 
that private shareholders have a strong 
incentive for excessive risk-taking when 
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bailouts are the fallback option. Man- 
agers take more risk when they are 
closer to insolvency, exactly at the time 
when they should be behaving conserva- 


tively. The problem with this type of 


moral hazard is—it is not easy to ob- 
serve, and very costly to monitor/verify. 
Moral hazard of the kind where AIG ex- 
ecutives go on $400,000 junket. after re- 
ceiving $85 bn from the government are 
easy to observe and control. But exces- 
sive risk-taking does not lend itself to 
such costless verification. 

Bailout for banks creates incentives 
for non-banks to try and become banks, 
even if they are not in need cf money. 
Note that the bailout money has to be 
cheap money, because otherwise the very 
purpose of the bailout gets defeated. So 
we find non-bank financial companies 
applying to the regulator te become 
banks. GMAC, which is the lending arm 
of GM, recently did so. Insurance compa- 
mes try and take over smaller banks so 
that they too can get access to the bailout 
money. Since such incentives are created 
by bailouts, mechanisms have to be de- 
signed which minimize the cost due to 
moral hazard. The greater the amount of 
help given to a bank, proportionately 
greater restrictions should be placed on 
them. The bailouts themselves should be 
few and far between. Concurrently, en- 
hanced regulation of the entities can also 
be undertaken. 


Regulation around bank bailouts 

The most often encountered knee-jerk 
reaction after such a bailout is a call for 
greater regulation. Ironically, these de- 
mands are made by people who project 
that regulation is done only in public 
interest. While there may be some truth 
to it, it has been proven that regulators 
themselves can become puppets of spe- 
cial interest groups or worse—political 
groups. Prudential regulation, on the 
other hand, demands that regulators 
act towards removing market ineffi- 
clencies. So the objective of regulators 
should be to improve conditions so that 
markets can operate as close to perfect 
competition as possible, thereby maxi- 
mizing social welfare. So the objective 
of regulation should be to prevent effec- 
tive monopolies and related rent extrac- 
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tion, remove information asymmetries, 
and lower transactions costs. 

In the case of the current bank bail- 
out, another aspect of regulation (or lack 
of it) has come to the fore which has en- 
hanced the scope of prudential regula- 
tion. The rating agencies in the US had 
acquired a de facto trustee position for 
the investors based on their past reputa- 
tion, though not de jure. And, academic 
research has shown that the monitoring 
role they perform is indeed welfare en- 
hancing. Still these trustees were not 
regulated. However, since rating agen- 
cies get compensated by the same com- 
panies whose securities they rate, the 
potential for moral hazard always ex- 
ists, and that trustee position is always 
in danger of getting compromised. The 
Securities Exchange Commission (SEC) 
undertook an extensive review of the in- 
ternal procedures of rating agencies, and 
now the registered rating agencies will be 
regulated by the SEC. Thus, even de facto 
trustees who monitor others are subject 
to monitoring by regulators in the wake 
of the crisis. 

Ironically, the rating agencies got 
chastised by regulators for ratings of prod- 
ucts like collateralized debt obligations 
and residential mortgage backed securi- 
ties. These are highly complex financially 
engineered products, which are credited 
with causing the current economic crisis. 
Many a time, only a few understood them, 
and regulators themselves may lack the 
resources required to fully unbundle and 
analyze these products themselves. Fol- 
lowing the bailout, there is a real danger of 
going overboard with regulation of finan- 
cial firms and products. In case that hap- 
pens, financial innovation, as we know it 
today, will die an untimely death. Pre- 
liminary research of the skill level of 
people in the financial industry over the 
20" century in the US shows that greater 
regulation stifles innovation and is fol- 
lowed by a downfall in the average skill 
levels of people entering the industry. De- 
regulation appears to have the opposite 
effect. If overregulation kills innovation 
and lowers skill levels, the taxpayers may 
end up paying a cost which is higher than 
the bailout amount. And that indeed is 
not a welcome outcome.s 
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The high ratings that the agencies gave to structured products 
contributed to the current crisis and tarnished their reputation. 
Hopefully, rating agencies will learn from this debacle and be more 
careful with the models and procedures used for providing ratings. 


— Nikunj Kapadia 
Associate Professor of Finance, 


Isenberg School of Management, University of Massachusetts, US 





ratings agencies was reappraised 

by the Securities and Exchange 
Commission (SEC) in the aftermath of 
the failure of Enron in 2001. The 
Sarbanes-Oxley Act specifically di- 
rected the SEC to examine, amongst 
other items, the role of the rating agen- 
cies in the functioning of the securities 
markets, the accuracy of their ratings, 
and any conflicts of mterest that may 
hinder their watchdog role in the 
economy. A result of this reappraisal 
was the enactment of the Rating 
Agency Reform Act in 2006. 

A scant two years later, we are in 
the same position, once again reap- 


|: is not that long ago that the role of 
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praising the role of rating agencies. 
Then, we were concerned about their 
corporate ratings. Now, we are con- 
cerned about the ratings of structured 
products. And once again we have new 
regulations on the rating agencies. Will 
this, finally, solve the problems associ- 
ated with the ratings agencies? 

The simple answer is ‘No’. To un- 
derstand why, it is first useful to un- 
derstand the role of the agencies in the 
current crisis. The rating agencies gave 
high ratings to structured products is- 
sued by investment banks. In doing so, 
the agencies used the same rating 
scale for structured products that they 
use for corporate debt, implying that 


an identical rating for a corporate debt 
offering and a securitized product 
meant identical rating transitions and 
default probabilities. 

Did these structured products be- 
have like corporate debt? In the ab- 
sence of fraud, non-financial AAA cor- 
porate debt should not be downgraded 
to junk within a year or two of issuance. 
But this is exactly what has happened 
with a number of the top-rated 
tranches of structured products. For 
example, the New York Times recently 
reported on a tranche of a residential 
mortgage pool rated AAA by both 
Standard & Poor’s and Moody’s that 
was downgraded to junk within 18 
months of issuance. This extreme 
downgrading has been endemic across 
entire classes of structured products, 
with many products being downgraded 
11 or 12 notches, sometimes directly 
from AAA to junk. Rating downgrades 
of mortgage-based structured products 
far exceed that of corporate debt, even 
though rating agencies maintained 
and have continued to maintain, that 
an AAA is an AAA, irrespective of 
whether the rating is for a structured 
product or corporate debt. 

The essential difference between 
corporate rating and structured prod- 
uct rating is the illusion that the latter 
can be modeled accurately by a quanti- 
tative model. Corporate ratings are no- 
torious for being the outcome from a 
‘black box’, in that the data and analy- 
sis that analysts use to recommend the 
final rating are difficult to summarize 
or transform into a quantitative model 
(although there have been numerous 
attempts to do precisely that). Struc- 
tured product ratings are the result ofa 
quantitative model, where the inputs 
to the model are clearly specified and 
the mapping from inputs to rating pre- 
cisely mapped. But this emphasis on 
quantitative modeling makes the rat- 
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ings more problematic than black box 


_ corporate ratings. 


There are three problems with 


~ model-based ratings when applied to 


structured products. First, there is lim- 
ited history available for testing the 
models. As every model is imperfect, it 
is only with experience that one under- 
stands the specific limitations of the 
model. For instance, it was only after 
the 1987 crash that the limitations of 
the Black-Scholes model for option 
pricing were understood, 14 years after 
the publication of the Black and 
Scholes paper in 1973. Second, model- 
ing cannot account for declining issuer 
standards. The sheer volume of docu- 


‘ments backing each product meant 


that even if rating agencies wanted to 
exercise due diligence, they probably 
would not have been able to do so, given 
market pressures for getting a deal 
quickly completed. 

Perhaps, most importantly, the 
model clearly mapped a rating for a 
given set of inputs, and by doing so, 
gave the illusion that complex products 
could be easily engineered. For one, it 
allowed investment banks to design 
products that could be tweaked until it 
passed the model and gave a desired 
rating. An extreme example is the cre- 
ation of the CPDO (Constant Propor- 
tional Debt Obligations) that got the 
highest rating, despite widespread ap- 
prehension that the design of these se- 
curities did not fulfill a real economic 
need. The CPDO became notorious 
when it was later discovered that the 
ratings given to the initial deals were a 
result of a computer programming bug. 
And that exemplifies the problem. If the 
rating agency that developed the model 
could not detect its own errors from the 
final output of the model, then the 
model must have been so complicated 
that few in the agency or outside really 
understood it. That complex products 
could be easily engineered was merely 
an illusion of the quants on Wall Street. 

The high ratings that the agencies 


j gave to structured products contrib- 
t uted to the crisis and tarnished their 


reputation. But rating agencies will 
learn from this debacle, even if the 
regulators did not force them to do so. 
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The agencies will learn to be more care- 
ful of their quantitative modeling and 
more concerned with model risk. They 
will increase their due diligence with 
regard to the information that issuers 
provide. They will spend more time 
testing their models before using them 
to provide ratings. They may consider 
soft information to evaluate the rating 
output from quantitative models. But 
this does not address the real underly- 
ing problem. 

The real problem is the use of rat- 
ings as a regulatory tool. Regulators 
have used ratings as a shortcut 
method for regulating the buy side as 
well as for determining banks’ capital 
requirements. The role of rating agen- 
cies is similar to that of accounting 
firms, who also play an important role 
in the regulatory structure. But there 
are important and crucial differences 
between the accounting industry and 
the rating industry. Accounting firms 
have to follow standards that are set 
by an independent Board. There is a 
greater competition between account- 
ing firms and therefore greater market 
pressures to do a good job. The regula- 
tory stick is stronger because an ac- 
counting firm can be forced out of busi- 
ness, as was the case with Arthur 
Anderson after Enron, without seri- 
ously disrupting the industry. 

This is not so with the rating indus- 
try. Until recently, there were only 
three Nationally Recognized Statisti- 
cal Rating Organizations (NRSROs). 
In fact, for all practical purposes, Stan- 
dard & Poor’s and Moody’s formed an 
oligopoly with Fitch being a distant 
third. In the last year, the SEC has 
moved to increase the number of 
NRSROs to a total of 10. But it will be 
a number of years, if ever, before Stan- 
dard & Poor’s and Moody’s face effec- 
tive competition. Given the oligopoly, 
the failure of either of these firms 
comes with the threat of a severe mar- 
ket disruption, which limits the 
amount of regulatory pressure that can 
be put on these firms. 

But there is a bigger more intrac- 
table problem which follows from the 
truism that every regulated entity has 
an incentive to bypass regulations. 


Rating Agencies 


This is also true with both the buy side 
and the banks that are required to use 
ratings to measure and limit their risk 
exposure. The AAA-rating allows a 
money-market fund to invest in a 
structured security even if it is aware 
that the rating underestimates the 
risk, as, for example, when the market 
prices the security at a yield more typi- 
cal of a corporate debt several notches 
below. Competitive pressure ensures 
that once a few money market funds 
start to chase yield, the entire industry 
follows suit. 

Banks face similar incentives. 
When the regulations require a rating 
as the measure of risk, then both the 
buy side and the sell side have identi- 
cal incentives for engaging in regula- 
tory arbitrage—the latter to design 
the riskiest possible security for a 
given rating, and the former to invest 
in these securities to earn the highest 
possible yield. How can a rating 
agency withstand this pressure from 
both the buy-side and the sell-side? 
When significant players on the buy 
and sell side are more interested in 
bypassing regulations than in the ac- 
curacy of the ratings, then where is 
the incentive for the agencies to de- 
liver an accurate rating? 

On December 3, 2008, the SEC 
voted to strengthen oversight of the 
rating agencies with a new set of rules, 
Although the new set of rules are yet to 
be released, it is expected that the fo- 
cus will be on providing incentives for 
the rating agencies to improve the 
modeling, making the rating easier to 
interpret by its users by asking the 
rating agencies to provide data on the 
rating’s predictive ability, and reduc- 
ing a conflict of interest between their 
consulting and rating activity by block- 
ing the agency from providing a rating 
to a product on which it has provided 
consulting services. 

Regulatory agencies can force rat- 
ing agencies to follow the rules. How- 
ever, they cannot force them to make 
the ratings more accurate if the mar- 
ket does not demand more accurate 
ratings.s 
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Emerging Markets - The Bear Hug 


A Contrarian View 





The year ahead promises to be a hard one. And if we are to see a new 
self-sustaining global expansion getting underway, then it is hard to see 
where the momentum for this will come from if it is not from the emerging 
economies. 





n some ways, a quick look at the 

Reuters/Jeffries CRB commodities 

index (see Graph) says it all. Evena 
cursory examination immediately 
makes a number of important aspects 
of the recent boom-bust cycle very clear. 
Firstly, we can see how, after languish- 
ing idly around a long-term average, a 
secular rise in commodity prices 
started up around 2002 and lasted for 
around four years, with the line eventu- 
ally flattening out between 2006 to 
mid-2007, before we got a second strong 
surge forward in the form of a sharp up- 
ward spike. Of course, after the rise al- 
ways comes the fall, and this sudden 
and dizzying spike was in its turn fol- 
lowed by a pronounced downward crash, 
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— Edward Hugh 


Macro Economist, Barcelona 





under the weight of which we are still 
laboring at the time of writing. In fact, 
the index hit an all-time series high of 
473.5 on July 2, 2008 and was still 
stuck down in the low 200s as 2008 
drew to a close. 

Now, depending on how you see 
things, you will put one interpretation 
or another on all this. What follows is 
simply my own interpretation, and 
doubtless others will have theirs to of- 
fer. But what I personally find most in- 
teresting, indeed intriguing I would say, 
is just how that initial flattening-out of 
the trend coincides (more or less) with 
the arrival of the housing slowdown in 
the US (and thus arguably with the be- 
ginning of the end for this most recent 


business cycle), while the subsequent 
2007 spike would seem to be a clear a 
knock-on consequence of the start of the 
August subprime ‘troubles’ in the sum- 
mer of 2007, reflecting the sharp capital 
outflows into the growth thirsty emerg- 
ing markets that this first world finan- 
cial shock precipitated. Well, all of this 
should give us plenty of food for thought, - ! 
as should the rout in commodity prices 
which followed the arrival of the July 
2008 peak, a peak which anticipated by 
almost two months the dénouement of 
the financial crisis with Lehman Broth- 
ers bankruptcy in September. 


More than just a commodities 
boom 

So, amidst all that coupling, recoupling, 
decoupling, uncoupling rhetoric, might 
it not be interesting at this point to ask 
ourselves just what has been happening 
here? For my part, the first point I would 
like to make is that the chart does seem 
to offer us some evidence in support of 
the idea that there was some form of 
long-term structural break occurred in : 
the growth path of some of the key 
emerging economies following the after- 
math of the Asian crisis of 1998. As can 
be seen from the long-term trend in 
commodity prices, something was fi- 
nally starting to move in the world of 
emerging economies, and the big ques- 
tion is why it was. 

And then we have the end point, in 
2008, when, as the IMF World Eco- 
nomic Outlook put it, “the world 
economy entered new and precarious 
territory”. Perhaps, the most remark- 
able feature of the whole recent situa- 
tion has been the marked contrast we 
had between booming commodity prices , 
on the one hand, and developed economy \ 
credit-market collapses on the other, 
between the buoyant growth being 
clocked up in many emerging economies 
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anc the incipient recessions which were 
emerging in the US, Europe and Japan. 

The point to note here is not simply 
that a significant group of investors and 
their fund managers were busily adapt- 
ing their behavior te the changed condi- 
tions in the US and Europe, but rather 
that a very novel problem set began to 
emerge, as the credit crunch wended its 
way forward and property markets 
drifted off (at best) into stagnation in 
one OECD economy after another. At 
the opposite pole, it suddenly started 
‘raining money’ in one emerging 


2002 2003 2004 2006 2008 





after another began to wilt under the 
growing strain of sharply rising infla- 
tion. Thus, the EM ‘mini-bubble’ burst, 
and at the time of writing the immedi- 
ate future, does not look exactly bright, 
with growth rates being locked into an 
ongoing cycle of repeated downward re- 
visions. By November, the IMF had cut 
its global growth estimate for 2009 to 
2.2% from 3.7% for 2008. The World 
Bank went even further and in an early 
December forecast projected that world 
trade would fall in 2009 for the first 
time since 1982, with capital flows to 


The World Bank, in an early December forecast, 


projected that world trade would fall in 2009 for the 
first time since 1982, with capital flows to develop- 
ing countries being expected to plunge by 50%. 


economy after another, as foreign ex- 
change came flooding in (as can be seen 
in the Indian case in the Graph), and the 
question became not how to attract 
funding, but rather hew to avoid an ex- 
cess of it, with Thailand even attaining 
a certain notoriety by imposing 
capital controls with the rather novel 
objective of trying to stop funds from 
entering the country. 

But then suddenly things moved on, 
and night became day as the fund flow 
reversed just as quickly as it had ar- 
rived, as one emerging market economy 


40 | January 2009 © 





developing countries being expected to 
plunge by 50%. The bank even forecasts 
that the global economy will only grow 
by 0.9% in 2009. If these dire forecasts 
are realized we will have the slowest 
pace of global growth since 1982, when 
global economy only grew by 0.3%. 

Net private flows of capital to devel- 
oping countries are also projected to 
decline to $530 bn in 2009 from $1 tn in 
2007. The loss of such capital will 
obviously sharply constrict investment 
in emerging-market economies, and 
annual investment growth is projected 


to slow to 3.5% in 2009 from 13.2% 
in 2007. 

Having said this, and while fully rec 
ognizing that the future is never an ex 
act rerun of the past, and especially no 
of the most recent past, given that 
emerging economies have been the key 
engines of global growth over the las’ 
five years, is there any really compelling 
reason for believing they won’t continue 
to be over the next five? Could we not 
draw the conclusion from our glance at 
Reuters/Jeffries that what was ‘unsus. 
tainable’ was not the solid trend growth 
which we were observing between 2002 
and 2007, but rather the excess pres- 
sure and overheating to which the key 
EM economies were subjected to after 
the summer of 2007? 

But behind the recent EM phenom- 
enon lies more than a newly emerging 
growth rate differential, what we have 
is also a large-scale and ongoing cur- 
rency realignment underway, a realign- 
ment which is being driven by those very 
same growth rate differentials. The con- 
sequential rapid and dramatic rise in 
dollar GDP values of some EM econo- 
mies (produced by a combination of 
strong growth and a declining dollar) 
has meant that the convergence in glo- 
bal living standards—at least in the 
case of those economies with the stron- 
gest growth acceleration—has been 
taking place much more rapidly than 
anyone could possibly have dreamed 
back in the 1990s, even if the long-term 
importance of this is currently being 
masked by the recent collapse in com- 
modity values and the downward slide 
in emerging currencies associated with 
this and the weakening in risk appetite. 
But the impact is there and is very well 
illustrated by the case of Turkey, as can 
be seen in the Graph. 

Of course, there is upside and down- 
side here, and alongside the steadily 
rising importance of the BRIC and other 
developing economies, we have wit- 
nessed a significantly weaker role for 
‘homegrown’ US growth. In 1999, the US 
economy represented 30.91% of world 
GDP, and in 2007, this percentage was \ 
down to around 22%. Put another way, 
in 2000, the US economy accounted for a 
staggering 40.71% of global growth, 
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while by 2007, the share was down to a 
mere 6%. 


Slow growth in the credit boom- 
driven economies 

So what does the future have in store for 
us? Well, the recent pronounced fall in 
global economic activity, coupled with 
the collapse of commodity prices and in- 
flation rates, has evidently reawakened 
deflation fears, and monetary policy, at 
least in the US and Japan, looks set to 
be very very loose indeed, which brings 
only one word to my mind in an emerg- 
ing markets context: ‘carry’. 

While the economic and financial 
world, as we know it, is far from an end, 
- the present global recession surely 
looks set to be both long and severe, cer- 
tainly by recent historical standards in 
the OECD world. 2009 promises to be a 
hard year all round, and if we are to see 
a new self-sustaining global expansion 
getting underway, then it is hard to see 
where the momentum for this will come 
from ifit is not from the emerging econo- 
mies. 

This is doubly true, since following 
the credit and current account excesses 
of recent years, a number of richer 
economies will undoubtedly suffer from 
a sustained period of low growth as pri- 
vate consumers and corporates steadily 
deleverage from the very high levels of 


4 debt they have accumulated, while their 


national governments will find them- 
selves forced to adopt a more restrictive 
fiscal posture as they pay down the ex- 
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2008 


tra debt acquired in the course of the 
bank and financial system bailouts. 
And those larger economies who did not 
accumulate such excesses, like Ger- 
many and Japan, will undoubtedly no- 
tice the lack of customers for all those 
exports on which growth in their econo- 
mies depends. 

This recession then marks the end 
of the era where a few of the richer 
OECD economies assumed the role of 


| 


the global consumers of the last resort, 
with the ‘counterparty’ countries play- 
ing the role of net producers and bank- 
ers of the last resort, in terms of their 
willingness to fund the associated ongo- 
ing current account deficits. 


Export-driven ageing economies 
no global drivers 

So the key question we all now face, as 
one heavily indebted consumption 
economy after another tries to turn it- 
self into an export-driven growth 
miracle, is who is going to play the part 
of consumer in this new world, and who 
is going to assume the inevitable cur- 
rent account deficits which will be gen- 


While the economic and financial world, as we 
know it, is far from an end, the present global 
recession surely looks set to be both long and 
severe, certainly by recent historical standards. 


Emerging Markets — The Bear Hug 


erated in the process? Clearly, the glo- 
bal net current account balance is a zero 
sum game, since we cannot all run sur- 
pluses at one and the same time. All the 
recent efforts to translate high national 
savings rates in Japan and Germany 
into stronger consumption have proved 
futile in the past and will become even 
more futile now given as these countries 
age rapidly and their populations start 
to decline. The fact is you cannot go 
round with a shotgun and try to force 
people to consume when what they are 
really worried about is the 
sustainability of their pension system. 
So the main industrial economies are at 
this point either too stretched finan- 
cially or too old and sclerotic to offer the 
energy and consumer dynamic needed 
to lead the next long-term expansion. 
What they can evidently do is provide 
the credit and all the machinery and 
equipment which can be bought with it 
to allow others to start producing and 
hopefully then consuming. 


A BRIC split in two? 


So rather than looking towards ageing 
economies like Germany and Japan, a 


i 


rather more plausible source of global 
demand is likely to be found in the still 
largely untapped consumption poten- 
tial of the growing middle classes in the 
big emerging-market countries. The 
needs and tastes of Chinese, Indian and 
Brazilian middle-class families seem 
to be well-positioned to replace consum- 
ers in the US, the UK, Spain and else- 
where, who at least in the near-term 
will be restrictively focused on trying to 
straighten out their severely strained 
balance sheets. 

However, the earlier categorization 
of the four leading emerging economies 
into one single group simply on the ba- 
sis of the size of their populations can 
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now be seen to have been overly simplis- 
tic While all four BRIC countries loek 
set to slow considerably in 2009, Russia 
and China seem to single themselves 
out from the greup as having rather 
mere serious corrections in front of 
them. 

At the time of writing, the IMF still 
projects China’s growth in 2009 as run- 
ning at around 8.5%, although as they 
suggest, with exports likely to fall 
sharply and the property sector weak- 
ening, risks here are firmly tilted to the 
downside. My own feeling is that as we 
mcve forward there will be significant 
downward revisions to the outlook, and 
that we may well even see negative 
growth in Russia’s economy in 2009, 
and China growth in the very low single 
digits. 

Numerous issues now raise their 
heads in the case of both these two coun- 
tries—stretching from their very spe- 
cial demographic profile, to the quality 
of their democratic institutions, to their 
abilitv to respond flexibly to what are 
inevitably very complex economic policy 
needs, to the whole foundation of their 
export (China) and commodity (Russia) 
driven growth models. In this sense, | 


feel the next growth wave will see a fis- 
sure in the BRIC camp, with India and 
Brazil increasingly singling themselves 
out as poles of stability in what would 
otherwise be a fairly unstable world of 
emerging economies. 


mid-1990s. 


It’s the demography, silly 

Basically, the argument I have put for- 
ward above depends on one simple 
premise, and that is, in the world of eco- 
nomics, demography matters, and it 
matters a good deal more than many 
imagine. If we want to understand that 
structural break I spoke about at the 
start of this article, and why it is that so 
many EMs have finally ‘been’ emerging 
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Japan is deep in recession and desperate for 
exports, it is having to live with a yen-dollar 
parity, which is at levels not seen since the 
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over the last decade, then, apart from 
the greatly improved institutional 
quality we have been seeing, the fact 
that many of these countries have been 
passing through the most favorable 
stage of their demographic transition is 
surely not coincidental. Nor is the fact 
that those countries who are further be- 
hind in their transition are by and large 
those who are furthest behind on their 
economic growth and institutional mod- 


ernization agenda. 


Equally, given that the differential 
impact that this transition has, de- 
pending on how far the country has 
advanced, I would suggest that we will 
now also see a downside as well as an 
upside from the process, as a new group 
of ‘elderly economies —led by Germany 
and Japan—find themselves increas- 
ingly dependent on exports as domestic 
consumption continues to wither on 
the vine. 

If this line of argument has any va- 
lidity at all, then it is bound to have 
implications for one of the key problems 
which we will face in the context of the 
next global upturn: what to do with the 
financial architecture which we have in- 





herited from the original Bretton 
Woods agreement (or Bretton Woods II, 
as some like to call it). The limitations 
of our current structure have become 
only too painfully apparent during the 
present recession, since with both the 
Eurozone and the US economies con- 
tracting at the same time, the currency 
see-saw between the dollar and the euro 
has failed to provide any adequate form 
of automatic stabilizer. And Japan is in 
an even more parlous state—deep in 
recession and desperate for exports, it 
is having to live with a yen-dollar par- 
ity, which is at levels not seen since the 
mid-1990s. The issue is in many ways 
similar to the one relating to who will 
run the current account deficits and do 
the necessary consuming during the 
next upturn. 

Evidently, the main problem we 
have seen in the last business cycle has 
been the size of the imbalances which 
have run up. Policy decisions are ur- 
gently needed to impose measures and 
structures which help avoid a repeat of 
the same in the near future. But there 
is also the question of the basket of re- 
serve currencies to be held by central 
banks, and this basket now badly 
needs to be expanded, at the very least 
to take account of the new global role to 
be played by Brazil and India by open- 
ing these baskets to what will become 
the increasingly global role of the two 
leading EM global currencies.s= 
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Gulf Economies 


Of Oil Prices and Funds 





In recent years, oil funds have injected billions of dollars into some of the 
world’s biggest investment banks. However, the huge and growing size of oil 
funds, general lack of comprehensive investment Strategies, and low levels 
of transparency and accountability have raised concerns. 


— Gawdat Bahgat 
Director, Center for Middle Eastern Studies, 


Department of Political Science, Indiana University of Pennsylvania, Indiana 





rom the late 1990s to 2007, oil 
prices had risen to a historiea] 
record. This sustained soaring of 
prices has resulted in a massive trans- 
fer of financial assets from oil consum- 
ing regions, mainly the US, Europe and 
Asia, to major oil-exporters—members 
of the Organization of Petroleum Ex- 
porting Countries (OPEC), Russia and 
Norway. In order to manage these large 
and fast-growing oil revenues, exporting 
countries have set up government- 
owned and government-managed oil 
funds. 
These oil funds constitute a signifi- 
cant component of broader Sovereign 


44 | January 2009 | 


Wealth Funds (SWFs). SWFs are gov- 
ernment investment vehicles funded 
by foreign exchange assets, which man- 
age those assets separately from offi- 
cial reserves. In contrast to traditional 
reserves, which are typically invested 
for liquidity and safety, SWFs seek a 
higher rate of return and may be in- 
vested in a wider range of asset 
classes. They generally fall into two 
categories based on the source of the 
foreign exchange assets: commodity 
funds (established through commodity 
exports, either owned or taxed by the 
government) and non-commodity 
funds (established through transfers 


of assets from official foreign exchange 
reserves). This study focuses on the 
first category, particularly oil funds. 
These state-run investment pools 
are rapidly growing in both number anc 
size. A recent study published by Mor- 
gan Stanley estimates that by 2015 the 
financial assets of oil funds and other 
SWF will be approximately $6 tn each. 
These massive financial resources have 
been utilized in huge investments in 
partnership with multinational corpo- 
rations all over the world. The large 
cross-border holdings in official hands 
are at sharp variance with the general 
conception of a market-based global 
economy and financial system in which 
decision making is largely in the hands 
of numerous private agents. The rise in 
the number and size of these oil funds 
represents a dramatic increase in the 
role of governments in the ownership 
and management of international as- 
sets. Consequently, the management of 
these funds and their potential impact 
on economic systems domestically as 
well as their role in global business 
have been under increasing scrutiny. 
While a few countries provide infor- 
mation on the operations and financial 
position of their oil funds, the majority 
prefers not to disclose such information. 
Furthermore, only a handful of oil funds 
have a clear and comprehensive strat- 
egy. Thus, transparency and account- 
ability practices for oil funds differ sub- 
stantially from one case to another. 
These characteristics of oil funds com- 
plicate the evaluation of their perfor- 
mance. Furthermore, this general lack 
of transparency and accountability in 
conjunction with massive investments 
in global financial markets has sharp- , 
ened a sense of suspicion in the coun- 
tries where these investments are 
made. This suspicion has intensified 
calls for trade and financial protection- 
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- funds and evaluate their performance. 
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ism with potential negative implica- 
tions for global economy. 
This study seeks to examine oil 


It also explores the international efforts 
to regulate their activities. The study 
suggests that the significant role of oil 
funds in the global economy is likely to 
further increase despite the collapse of 
oil prices since July 2008. Conse- 
quently, calls to regulate these state- 
run investments will intensify. I argue 
that a voluntary ‘code of conduct’, in- 
stead of rigid and excessive regulations, 
would encourage foreign investment 
and smoothen the progress of financial 
cooperation in the global economy. 


Petrodollars and oil funds 

In the last decade, oil prices had more 
than tripled. In the first half of 2008, 
crude oil prices reached the peak of 
$147 per barrel. Since then, it drasti- 
cally fell to lower than $50 per barrel. 
This oil price boom, which lasted for al- 
most a decade, had added billions of oil 
revenues to the members of OPEC and 
other major oil exporters. The accumu- 
lation of these large oil revenues has 
placed oil exporting countries among 
the world’s largest sources of capital. 
McKinsey Global Institute estimates 
that at the end of 2006 oil exporters 
collectively owned between $3.4 tn to 
$3.8 tn in foreign financial assets. The 
Gulf Cooperation Council states 
(Bahrain, Kuwait, Oman, Qatar, Saudi 
Arabia, and the United Arab Emir- 
ates) owned more than one-third of 
these assets ($1.6 tn). The Institute of 
International Finance upgraded this 
figure to $1.8 tn at the end of 2007. The 
bulk of these assets are invested by 
government-owned and government- 
managed oil funds. 

Little wonder, several oil exporting 
countries have established oil funds 
since the early 2000s. In addition to 
older ones such as Kuwait’s Future Gen- 
erations Fund (1976), the United Arab 
Emirates’ Abu Dhabi Investment Au- 
thority (1976), and Norway’s Govern- 
ment Pension Fund — Global (1990), the 
list of new funds includes Algeria’s Rev- 
enue Regulation Fund (2000), Iran’s Oil 
Stabilization Fund (2000), 
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Kazakhstan’s National Oil Fund 
(2000), Russia’s Stabilization Fund 
(2004), Libya’s Oil Reserve Fund 
(2005), Qatar’s Investment Authority 
(2005), and Venezuela’s National De- 
velopment Fund (2005). 

The general justification for these 
funds is that some share of government 
revenues derived from the exploitation of 
a non-renewable resource should be put 
aside for use when these revenues de- 
cline. The reasons for such decline are ei- 
ther fluctuation of prices or depletion of 
resources (or both). Thus, generally 
speaking, oil funds are classified into two 
categories: stabilization funds and sav- 
ing funds. The former are designed to re- 
duce the impact of volatile revenue on the 
government and the economy. When oil 
prices are high, the fund receives re- 
sources and when prices are low the fund 
pays out to the budget. Stabilization 
funds are also meant to protect the 


There are concerns that oil funds’ investments 
might be driven more by political and strategic 
interests and less by commercial ones. 


economy from the so-called ‘Dutch dis- 
ease’. This term refers to Holland’s expe- 
rience in the 1970s, when a strengthen- 
ing currency made it impossible for local 
manufacturers to compete. 

Saving funds are designed to ex- 
pand the benefits of oil wealth to the 
upcoming generations. The presump- 
tion is that oil revenues belong to all 
the citizens of exporting country, the 
current and future generations. Saving 
and investing a proportion of oil rev- 
enues would allow future generations 
to share oil wealth with the current 
one. In most cases, oil funds seek to 
achieve both purposes (stabilization 
and saving) simultaneously. 

In recent years, oil funds have in- 
jected billions of dollars into some of 
the world’s biggest investment banks. 
Their high-profile activities include 
Abu Dhabi’s acquisition of stake in 
Citigroup and Kuwait’s capital injec- 
tion into Merrill Lynch. These invest- 
ments are supposed to help stabilize fi- 


nancial markets. In theory, foreign in- 
vestment is welcome. But when the 
source of this investment is a foreign 
government-owned fund, suspicion 
arises. In other words, there are con- 
cerns that oil funds’ investments might 
be driven more by political and strate- 
gic interests and less by commercial 
ones. The huge and growing size of oil 
funds and general lack of comprehen- 
sive investment strategies and low lev- 
els of transparency and accountability 
have further heightened these concerns. 


Oil funds in the Persian Gulf 

In 2007, the Persian Gulf region held 
61.1% of the world’s proven oil re- 
serves. Its share of global oil produc- 
tion was 30.1%, while its share of con- 
sumption was only 5.4%. The large gap 
between production and consumption 
and the massive proven reserves un- 
derscore the region’s current and future 





oil revenues potential. In the first half 
of this decade, an estimated $542 bn of 
GCC international assets had been in- 
jected into global capital markets. 
Most of these investments had been 
made by oil funds. 

Kuwait 

Kuwait was one of the first countries in 
the Persian Gulf (and the world) to set up 
an oil fund. In 1953, eight years before its 
independence from the United Kingdom, 
Kuwait founded an Investment Board 
Fund (IBF) in London to invest its sur- 
plus oil revenue. Shortly after oil discov- 
ery, the role of the state as the provider of 
basic services (such as education and 
healthcare) has considerably expanded 
to meet the needs of a rapidly growing 
population. In an effort to organize public 
finance, the General Reserve Fund 
(GRF) was established in 1960 as the 
main treasurer for the government. The 
GRF received all revenues (including all 
oil revenues) from which all state’s bud- 
getary expenditures were paid. 
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In 1982, the Kuwait Investment Au- 
thority (KIA) was established to man- 
age the significant increase in oil rev- 
enues allocated for investment by the 
government. The purpose of KIA is to 
achieve a long-term investment return 
in order to provide an alternative to oil 
reserves, which would enable Kuwait's 
future generations to face the uncer- 
tainties ahead with greater confidence. 

KIA holds stake in big corporation 
such as DaimlerChrysler and British 
Petroleum. In February 2008, the KIA 
said it would invest $3 bn in Citigroup 
and $2 bn in Merrill Lynch, as those two 
US banks scrambled for eapital. In July 
2007. for the first time, the KIA 
revealed the value of its holdings— 
$213 bn. 

United Arab Emirates 

With approximately $875 bn in assets 
Abu Dhabi Investment Authority 
(ADIA) is the wealthiest oil fund in the 
world. ADIA invests the oil surplus of 
Abu Dhabi, the richest city state within 


the UAE (which also includes Dubai). It 
was established in 1976 by Sheikh 
Zayed bin Sultan al-Nahyan, the 
founder of the UAE, and is currently 
chaired by Sheikh Khalifa bin Zayed al- 
Nahyan, the President of the UAE. The 
goal was to invest the Abu Dhabi 
government's surpluses across various 
asset classes. At the time, it was novel 
for a government to invest its reserves 
in anything other than gold or short- 
term credit. 

ADIA’s portfolio has always been di- 
versified across regions and asset 
classes. Like other oil funds, the ADIA 
has taken special interest in emerging 
markets in recent years, particularly in 
China and India. While the recent de- 
cline in the value of the dollar is making 
investment in the US cheaper, many 
investors are holding back out of fear 
that the dollar will decline further, di- 
minishing the value of their dollar hold- 


strategic impacts. 
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Oil funds’ investments abroad have ignited a 
mounting anxiety over their commercial and 


ings. In addition, some oil investors are 
worried about a potential political reac- 
tion. In 2006, DP World in Dubai, which 
is not a sovereign fund but a state- 
owned company, was blocked from tak- 
ing over management of American 
ports. ADIA has learned from this expe- 
rience and is not likely to be in a similar 
situation. ADIA has always adopted a 
low profile investment strategy. In 
2007, ADIA invested in Carlyle Group, 
a private equity giant and Advanced 
Micro Devices, the chip maker. These 
large deals were subjected to intense 
scrutiny. In late November 2007, ADIA 
agreed to invest $7.5 bn in Citigroup, 
although ADIA would have been keen to 
invest more. The deal gives ADIC 4.9% 
of the New York-based bank, making it 
the largest shareholder, just below the 
5% at which the US Federal Reserve 
has to take a look. 

Qatar 

The country’s oil fund, Qatar Invest- 
ment Authority (QIA) was founded in 


i 


2005, headed by the country’s Prime 
Minister, Sheikh Hamad bin Jassim 
al-Thani. It manages approximately 
$50 bn. It invests in international pub- 
lic markets, private equity and real es- 
tate as well as non-energy local strate- 
gic sectors. In the last few years, the QIA 
has invested, or was involved in nego- 
tiations to invest, in several high-pro- 
file companies in Europe and the US. 
These include Credit Suisse, London 
Stock Exchange, Nordic bourse operator 
OMX, British supermarket chain 
J Sainsbury, European Aeronautic, De- 
fense and Space Co and Nasdaq. 

In addition to investments in Eu- 
rope and the US, QIA seeks investment 
opportunities in Asia, particularly 
China, India, Japan, Korea and Viet- 
nam. According to Kenneth Shen, Head 
of Strategic and Private equity at the 
QIA, “Historically, we’ve been heavily 


invested in the US and Europe and 
we've been underweight in Asia. We’re 
going to increase our investments there, pS 
though not necessarily at the expense of 
Europe or the US.” 

Saudi Arabia 

Unlike most other oil exporting coun- 
tries, Saudi Arabia has not established 
an oil fund. Instead, the kingdom’s port- 
folio of foreign assets is held by the cen- 
tral bank and the Saudi Arabian Mon- 
etary Authority (SAMA). SAMA’s in- 
vestment policy has been conservative 
and largely limited to investment in 
bonds, especially US Treasuries and 
shares. The growing tendency of oil 
funds in fellow GCC states to make 
more aggressive investments is likely A 
to be echoed in Riyadh. In other words, 
SAMA is likely to diversify its portfolio 
and pursue riskier and higher-return 
investments. 

Several conclusions can be drawn 
from this brief review of oil funds in the 
Persian Gulf. First, the high and sus- 
tained oil prices since the early 2000s 
have convinced oil exporters to set up oil 
funds and have substantially added to 
their financial assets. Second, there is 
more diversification in investment 
paths compared to the 1970s and early 
1980s. In other words, Persian Gulf in- 
vestors are increasingly moving away 
from safe but low return bonds to invest 
in alternative assets such as real es- 
tate, private equity funds and hedge ` 
funds. Third, more money is remaining 
within the broad Middle East. At least 
three developments have contributed to 
this outcome: (a) the growing 
privatization of public enterprises in 
several Middle Eastern countries has 
created investment opportunities; (b) 
the proliferation of Islamic financial in- 
stitutions has lured capital that was 
previously invested abroad; (c) the con- 
cern about political backlash against 
Muslims and Arabs following terrorist 
attacks in the US and Europe has 
prompted oil funds and Muslim/Arab 
investors in general to invest their as- 
sets outside Europe and the US. 

Fourth, investments are diversified 3 
outside the US, though the US still has 
the bulk of them. Europe continues to be 
a prime recipient, while Asia (particu- 
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larly China and India) is emerging as an 
attractive target fer beth economic and 
pelitical reasens. 

Fifth, a recent study by the Interna- 
tional Monetary Fund concludes that 
most oil funds lack a elear comprehen- 
sive investment strategy and that 
transparency and accountability prac- 
tices differ substantially from one fand 
to another. This conelusion applies to 
most, if not all, oil funds in the Persian 
Gulf. Very little official information is 
made public on their investment portfo- 
lies. Most of their financial deals are 
pursued with little, if any, scrutiny by 
the public or legislative bodies. 


Policy implications 

Ir: recent years, there has been a prolif- 
eration of oil funds. Though, analysts 
are far from a consensus on the benefits 
of setting up such funds. Few studies 
have empirically tested the efficacy of 
oil funds. A recent study by the IMF con- 
cludes that oil funds have limited fiscal 
benefits and are largely redundant. Oil 
funds have not been effective in ad- 
dressing volatile exchange rate. In- 
stead, the IMF suggests that any ben- 
efit could be achieved by improving fis- 
cal policy and administration. To en- 
sure sound allocation of oil revenues, 
integrate oil funds with the budget. en- 
hance coordination of the funds’ opera- 
tions with those of the rest of the public 
sector, adopt clear and comprehensive 





asset-management strategy, and es- 
tablish mechanisms to ensure trans- 
parency and accountability. 

Equally important, oil funds’ invest- 
ments abroad have ignited a mounting 
anxiety over their commercial and stra- 
tegic impacts. In many respects, these 
funds are their own worst enemy. Their 
air of secrecy has led to a rising concern. 
The soaring of their cross-border invest- 
ment represents a potential structural 
shift in the global economy. Accordingly, 
economists and pelicy makers seek to 
assess the implications of this shift and 
the appropriate response. The chal- 
lenge Western financial markets face is 
how to ensure the steady inflow of 
badiy-needed foreign investment while 
simultaneously addressing popular 
skepticism that these investments 
might be driven by strategic interests. 
Such skepticism might strengthen calls 
for protectionism and for imposing re- 
strictions on capital flows from oil 
funds and weaken the overall global fi- 
nancial markets. 

To address such challenges, finance 
ministers from major industrial democ- 
racies like Britam, Canada, France, 
Germany, Italy, Japan and the US met 
in October 2007 and called for an inter- 
national code of best practices by gov- 
ernment-owned cross-border invest- 
ments, requiring greater disclosure of 
assets and actions. They also called on 
the Organization for Economic Coopera- 








tion and Development (OECD), the 
World Bank and the IMF to participate 
in setting these rules. Washington and 
Brussels have taken similar ap- 
proaches to welcome foreign investment 
without risking national security. 

Many funds resist the pressure to 
embrace even a voluntary code of best 
practices on at least three grounds. 
First, such a code seems unnecessary in 
the light of their track records of ab- 
staining from political interference. 
Second, the West’s demand for regula- 
tions is hypocritical in the light of the 
failure to regulate European and 
American banks and hedge funds. 
Third, Western economies already have 
mechanisms to regulate foreign invest- 
ment and prevent abuse by investors. 

Against this background, the Inter- 
national Monetary Fund (IMF) created 
the International Working Group (IWG) 
of SWFs in April 2008. The IWG com- 
prises 26 IMF member countries with 
SWFs. The [WG met on three occasions 
in the US, Singapore and Chile to iden- 
tify and draft a set of generally accepted 
principles and practices that properly 
reflects their investment practices and 
objectives and agreed on the so-called 
Santiago Principles. This document 
drew from related international prin- 
ciples and practices that have already 
gained wide acceptance in related 
areas.s 
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Peak Oil 


What It Means to Global 
Economy 


Peak oil is not just a reality but is already impacting the global economy 
and the global energy security. While it is impossible to wean the world 
away from oil, it is important to think of alternative sources and 
- technologies that can help in reducing the world’s oil addiction. 


— Mamdouh G Salameh 


Director, International Oil Economist 


World Bank Consultant, UNIDO Technical Expert, UK 





ight years into the 21* century, the 
US and the world remain heavily 
dependent on the fuel that pow- 

ered the last 100 years: crude oil. 
Concern about the depletion of con- 
ventional global oil reserves seems to 
have intensified for several reasons, in- 
cluding technological improvements in 
geological data gathering and analysis, 
the increasingly sparse reserves discov- 
ered by new drilling, question marks 
over the real size of global proven re- 
serves and concerns that much of the 
world’s conventional oil, especially in 
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the Middle East, is coming from old and 
overexploited mega-fields that are be- 
coming less productive. There is no risk 
that we are running out of oil, but chances 
of being able to match the projected 
growth in demand over the medium-term 
with a rise in production is being seriously 
questioned. Opinions on peak oil range 
from optimistic predictions that the mar- 
ket economy will produce a solution to 
predictions of doomsday scenarios of a 
global economy unable to meet its energy 
needs. The reality, as is always the case, 
is somewhere in between. 





The peak oil theory 

Peak oil theory, also known as the 
Hubbert peak theory after the Ameri- 
can Geologist H King Hubbert, concerns 
the long-term rate of extraction and 
depletion in conventional oil and other 
fossil fuels. It states that any finite re- 
source such as crude oil will have a be- 
ginning, middle and an end of produc- 
tion, and at some point it will peak. Oil 
production typically follows a bell- 
shaped curve when charted on a graph 
with the peak of production occurring 
when approximately half of the oil has 
been extracted. With some exceptions, 
this holds true for a single well, a whole 
field, an entire region, and presumably 
the world. Peak oil does not mean ‘run- 
ning out of oil’, but ‘running out of cheap 
oil’. There is a big difference between oil 
supplies not running out, and supply 
meeting demand. 


So when will oil peak globally? 

A great battle is raging today, largely 
behind the scenes, about when will glo- 
bal conventional oil production peak 
and what will happen when it does. In 
one camp are the ‘optimists’ who tell us 
that 2 trillion barrels of oil or more re- 
main to be exploited in oil reserves and 
future discoveries. In the other camp are 
the ‘realists’ who reckon that 1 trillion 
barrels of oil, or less, are left. 

In a society that has allowed its 
economies to become geared almost in- 
extricably to growing supplies of cheap 
oil, the difference between 1 and 2 tril- 
lion barrels is seismic. 

If 2 trillion barrels of oil or more re- 
main, then the peak lies far away in the 
2030s and we have enough time to bring 
in alternatives to oil. If only 1 trillion 
barrels remain, however, the peak is al- 
ready upon us or will arrive some time 
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soon and there probably isn’t even 
enough time to make a sustainable 
transition to alternatives. 

Many experts think the peak in glo- 
bal oil production could be reached some 
time between now and 2010, others that 
it will come between 2010 and 2020. My 
own research, however, indicates that 
the peak may have already been reached 
in 2004 if we facter in what I describe as 
“OPEC’s inflated proven oil reserves’. 
My research indicates that OPEC’s 
proven oil reserves are overstated by 
some 300 billion barrels (bb). 

In a recent report entitled “Energy 
Trends and Their Implications for US 
Army Installations”, published by the 
Pentagon, the US Army predicts that 
world oil production is at or near peak 
and that current world demand exceeds 
the supply. It says that the almost qua- 
drupling of oil prices since 2002 is not 
an anomaly but a picture of the future. 
Once worldwide oil production peaks, 
geopolitics and market economics will re- 
sult in even more significant price in- 
creases and security risks. Oil wars are 
certainly not out of the question. (The war 
on Iraq was a foretaste of what is to come). 
The report warns that the days of inex- 
pensive, convenient, abundant energy 
sources are quickly drawing to a close. 

A risk mitigation study, also known 
as the Hirsch Report, commissioned by 
the US Department of Energy and re- 
leased in early 2005, entitled “Peaking 
of World Oil Production: Impacts, Miti- 
gation and Risk Management” warns 
that as peak approaches, liquid fuel 
prices and price volatility will increase 
dramatically, and, without mitigation, 
the economic, secial and political costs 
will be unprecedented. The report goes 
on to say that viable mitigation optioms 
exist on both the supply and demand 
sides, but to have a substantial impact, 
they should have been initiated more 
than a decade before the approach of the 
peak. Unfortunately, nothing like the 
kind of efforts envisaged have yet begun. 

A most recent report released en 
March 29, 2007, by the US Government 
Accountability Office (GAO) and en- 
titled “Crude Oil: Uncertainty About 
Future Oil Supply Makes It Important 
to Develop a Strategy for Addressing a 
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Table 1: The Peak and Depletion of Conventional Crude Oil 
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Peak and Decline in Oil Production”, 
warned that a peak in oil production 
could occur any time between now and 
2040 and that the US government was 
totally unprepared. The report con- 
cludes that “the prospect of a peak pre- 
sents problems of global proportion 
whose consequences will depend criti- 
cally on our preparedness. The conse- 
quences would be most dire if a peak oc- 
curred soon, without warning, and was 
followed by a sharp decline in oil produc- 
tion because alternative energy sources, 
particularly for transportation, are not 
yet available in large quantities. Such a 
peak would require sharp reductions in 
oil consumption, and the competition for 
increasingly scarce energy weuld drive up 
prices, possibly to unprecedented levels, 
causing severe economic damage”. 

Eight of the top oil producers in the 
world have already peaked. US peaked 
in 1971, Canada in 1973, Iran in 1974, 
Indonesia in 1977, Russia in 1987, UK 
in 1999, Norway in 2001 and Mexico in 
2002, while China and even Saudi 
Arabia are about to peak (see Table 1). 
The only one among the top producers 
that has clear capability to increase 
production is Iraq, once stability is re- 
stored to the country. 

Moreover, three of the world’s larg- 
est oilfields have already peaked. 
Kuwait’s Burgan, the world’s second 
largest accounting for 60% of Kuwait's 


reserves, peaked in November 2005. 
Also, Mexico’s giant Cantarell peaked 
in March 2006 and has seen its produc- 
tion fall from 1.99 mbd to below 1.0 
mbd this year. Saudi Arabia’s Ghawar, 
the world’s largest oilfield accounting 
for 60% of Saudi oil production, or 5 
mbd, peaked in April 2006 and is now 
declining at a rate of 8% per year. 

Many experts have questioned the 
exact size of Saudi Arabia’s reserves 
and also those of OPEC. The Saudis 
claim to have more than 264 billion 
barrels (bb) of proven reserves. How- 
ever, many international experts have — 
disputed the Saudi claim and esti- 
mated Saudi proven reserves between 
100 bb and 120 bb. 

Saudi plans for massively increas- 
ing its oil production capacity to 15 mbd 
over the next two decades are generally 
considered to be a pipedream. Saudi oil 
production is projected to peak at 12 
mbd. Moreover, Saudi oil production 
could hardly be sustained at 10 mbd for 
a prolonged period of time. 

Saudi Arabia’s four biggest oilfields 
(Ghawar, Safaniya, Hanifa and Khafji) 
are all more than 50 years old, having 
produced almost all Saudi oil in the 
last half century. These days they have, 
to be kept flowing in large measure by ! 
injection of water. This is of explosive 
significance since they could be on the 
verge of seeing a collapse of 30-40% of 
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their production in the imminent future 

_ and imminent means sometime in the 
| next three to five years—but it could even 
~ be tomorrow. 

Iran is another case of highly in- 
flated proven reserves. Then, in Janu- 
ary 2006, Petroleum Intelligence Weekly 
(PIW) reported that instead of the 99 bb 
of proven reserves which Kuwait claims 
to have, it had seen internal documents 
professing that Kuwait’s proven re- 
serves are only 24 bb, 15 bb of them the 
remaining oil in the Burgan oilfield. 

In the US, discovery peaked in 1930 
and production peaked 40 years later in 
1970. And despite all the technology we 
_ hear about, world discovery peaked in 
4. 1962 and production of conventional oil 
peaked in 2006. As for the Middle East, 
discovery peaked in 1965 and peak pro- 
duction will be reached by 2009. Since 
production has to mirror discovery, it 
should surprise no one that we now face 
the corresponding peak of production. 


The ultimate global proven 
reserves 
Estimates at the end of 2007 indicated 
that there are just 1,013 bb of conven- 
tional oil yet-to-produce. This is defined 
as the sum total of global remaining re- 
serves and any reserve additions from 
new discoveries (see Table 2). 

The expert consensus is that the 
world peak will be reached when 1,050 
` bb of oil have been produced—that is to 


say, half the ultimate reserves of 2,100 
bb. With 1,087 bb already produced, 
this means that conventional oil pro- 
duction peaked in 2006. However, if we 
factor in what I describe as OPEC’s 
inflated proven oil reserves, then peak 
may have already occurred in 2004. 


What does peak mean for our 
societies? 

We have allowed oil to become vital to 
virtually everything we do. Ninety per- 
cent of all our transportation, whether 
by land, air or sea, is fueled by oil. 
Ninety-five percent of all goods in shops 
involve the use of oil. Our industrial so- 
cieties and our financial systems were 
built on the assumption of continual 
growth—growth fueled by ever more 
readily available cheap fossil fuels, par- 
ticularly crude oil. Oil currently accounts 
for 36% of the world’s primary energy 
consumption and 95% of global trans- 
port fuel consumption (see Table 3). 

To evaluate other energy sources it 
helps to understand the concept of Net 
Energy, or the Energy Return on Invest- 
ment (EROI). One of the reasons our 
economies have grown so abundant so 
quickly over the last few generations is 
precisely because oil has had an unprec- 
edented high EROI ratio. In the early 
days of oil, for every barrel of oil used for 
exploration and drilling, up to 50 barrels 
of oil were found. More recently, the ratio 
has declined to 5:1 and, in some cases, to 


Table 2: Ultimate Global Conventional Oil Reserves and Depletion Rate (End of 2007) 
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1:1. Certain alternative energy sources 
such as ethanol and biodiesel may actu- 
ally have EROI ratios of 
less than 1. 

Some alternative energy sources 
such as wind and hydropower may have 
much better EROI ratio. However, their 
potential expansion may be limited by 
various physical factors. Even in combi- 
nation, it may not be possible to gather 
from renewable energy anything like 
the amount of energy that industrial 
societies are accustomed to. 


Characteristics of peak in oil 
production 

A peak in oil production would manifest 
itself in rapidly escalating prices, a 
slowdown in production, a growing sup- 
ply deficit, declining discovery rate of 
new oil and also a declining EROI ratio. 
All these characteristics exist today. 

(i) Slowdown in global oil production 

The oil prices have more than qua- 
drupled since 2002, rising from $20/ 
barrel to $147/barrel in July 2008. 
World oil production has virtually been 
flat since 2004, and the deficit between 
global supplies and demand is widen- 
ing. It amounted to 4.23 mbd in 2007 
and is projected to reach 10.70 mbd by 
2010, rising to 29.42 mbd in 2020 and 
34.50 mbd by 2030 (see Table 4). 

(ii) Declining discovery rate 

As for discovery rate, the world is cur- 
rently consuming 31 bb a year, yet on 
average finding under 6 bb a year. Over 
the period 1992-2007, only 21% of the 
global oil production has been replaced 
by new discoveries. 

(iii) Declining Energy Return on Investment 
(EROI) ratio 

When oil production first began in the 
mid-19" century, the largest oilfields 
recovered 50 barrels of oil for every bar- 
rel used in the extraction, transporta- 
tion and refining, giving it an EROI ratio 
of 50:1. This ratio has now declined to 
5:1 and, in some cases, to 1:1. 

(iv) Tight production capacity 

Global production capacity has been 
virtually static since the late 1990s. 
Only when the oil price started to in- 
crease sharply from 2002 onwards did 
the major OPEC and non-OPEC produc- 
ers decide to start investing in capacity 
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Table 4: Actual and Projected Global Oi! Production, 2005-2030 (mbd) 





Conventional 81.10 


79.81 





Supply deficit -2.80 






expansion. Still the net global capacity 
addition amounted to only 
1 mbd in 2006 and is projected to rise to 
1.19 mbd by 2010 (see Table 5). 

The top five producers in the Arab 
Gulf—Iran, Iraq, Kuwait, Saudi Arabia 
and UAE—currently produce around 21 
mbd. a quarter of the global total. If glo- 
bal demand continues te rise at 1.5% 
per annum, these five countries will 
have to meet around two-thirds of the 
global demand. The combined current 
net capacity of the five Gulf producers is 
estimated at 20.65 mbd. This is pro- 
jected to rise to 22.50 by 2010. 

Summing up the reported capacity 
in the Gulf, we find that if the rate of 
demand continues at 1.5% they will fail 
to meet the global demand as early as 
2011. If it is 3.5%—the rates in China 
and the US of late—the gap is already 
here. So how much investment is 
needed to fix the shortfall? Over the 
next 10 years, assuming oil demand in- 
creases as commonly projected, $2.4 tn 
will need to be spent. 

The International Energy Agency’s 
(IEA) rosy hopes for future OPEC pro- 
duction will depend on OPEC members 
doubling investment in capacity expan- 
sion. But will OPEC double invest- 
ment? They certainly do not want a re- 
turn to the situation in the early 1980s 
when billions of dollars were invested in 
capacity expansion to see the oil price 
collapse to under $10/barrel by 1986. 
Instead, they may decide to deposit the 
billions of dollars needed for major ca- 
pacity expansion in the bank. 


Can unconventional oil resources 
bridge the energy gap? 

Unconventional oil resourees in the form 
of tar sand oil, extra-heavy oil, bitumen 
and cil shale are estimated at 6.5 tril- 
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93.30 111.00 117.40 
79.80 77.38 76.90 
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lion barrels, of which some 745 bb are 
classified as recoverable reserves: 315 
bb of tar sand oil reserves in Canada, an 
estimated 270 bb of extra-heavy oil and 
bitumen reserves in Venezuela and 160 
bb of oil shale worldwide. 

But consider how much is being pro- 
duced today. Canada’s National Energy 
Board puts production of tar sand oil at 
1 mbd. The Canadian Association of 
Petroleum Producers forecast an in- 
crease in production to 2.6 mbd by 2015. 
Ironically, concerns are emerging that 
Canadian gas is depleting so fast that 
there will not be enough power avail- 
able to heat water for the oil sand ex- 
pansion operations anyway. If produc- 
tion reaches 2.2 mbd, the draw on gas 
could be as much as 2.5 billion cubic feet 
(bef) per day, or 15% of Canada’s current 
gas production of 16.8 bcf/day. This 
would place significant demands on 
dwindling supplies. The only way the 
300-plus bb of tar sand oil could be ex- 
tracted is to build nuclear power plants 
dedicated to the job. 

By 2010, unconventional oil is pro- 
jected to contribute only 2.80 mbd rising 
to 6.00 mbd in 2030. Unconventional oil 
will be hard pressed to meet 3% and 5% of 
the global demand for conventional oil in 
2010 and 2030 respectively (see Table 6). 

As for renewable energy sources, they 
contributed only 1% to the global primary 
energy demand in 2007. Their contribu- 
tion may not exceed 6% in 2025, possibly 
rising to 13% by 2050 (see Table 7). 


The impact and trends in the 
global economy 

To date, high oil prices have not really 
put stress on the global economy for at 
least three reasons. High prices reflect 
mostly the strength of global demand, 
specifically in the US, China and India. 


The developed world uses about half as 
much oil per unit of Gross Domestic 
Product (GDP) as it did in the 1970s. 
And recycling of oil wealth by producers 
is alive and well with imports by oil-ex- 
porting countries up by 22% in 2006 and 
a similar rate in 2007. 

However, one dramatic but largely 
overlooked change in the global balance 
of economic power is the shift of wealth 
toward countries that supply energy 
and raw materials. Since 2002, the ma- 
jor global oil exporters have seen their 
oil revenues more than double and sur- 
pluses quadruple, while the external ac- 
counts of the major oil-importing coun- 
tries have deteriorated, intensifying 
global economic imbalances and damp- + 
ening growth. The overall transfers 
from oil consumers to oil producers in 
2007 were estimated at $1.3 tn or 3% of 
world GDP. This would amount to a re- 
cycling problem of increasing complex- 
ity, from both an economic and a politi- 
cal point of view. However, the specific 
global and national impacts will de- 
pend on whether the oil windfall is re- 
cycled into the global economy. 

But the petrodollar boom has more 
worrisome implications too. With the 
continued weakening of the dollar since 
2002, many oil-producing countries are 
starting to diversify their petrodollars 
into new assets away from the dollar. 
My research shows that if the OPEC 
producers priced their oil in a basket of ` 
three equally-weighted currencies made 
up of the US dollar, the yen and the euro, 
instead of the dollar, they would have 
earned an extra $114 bn in 2007. This 
could have a very serious impact on the 
value of the US dollar as a petro-currency 
and also as a global reserve currency. It 
would reduce the demand for the dollar 
and cause it to weaken further while the 
US would find it very hard to finance its 
mushrooming twin deficits—its trade 
and budget deficits. In 2007, the US bud- 
get deficit reached about $850 bn, bring- 
ing the cumulative total since 1996 to a 
$4.45 tn. The dollar’s reserve currency 
status has allowed it to run up debts no 
other country in history could have got `) 
away with. The major beneficiaries of 
such investment diversification would be 
the euro and the yen. 
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Table 5: Capacity Addition and Capacity Erosion, 2005-2011 (mbd) 


2005 2006 


2007 2008 2009 2010 


Non-OPEC capacity 1.416 


1.865 


2.320 1.886 1.710 1.035 


Capacity erosion & slippage* 1.526* 


2.348% 


2.440* 1.750* 2.328* 2.081* 


* Assumes 20% slippage and 10% capacity shortage. 


The US has seen a steadily weaken- 
ing dollar as an answer to its ever-wid- 
ening current account deficit. After all, 
the dollar has depreciated about 25% 
against a basket of currencies since 
2002 without a peep from Washington. 
The US has been pushing relentlessly 
for China and other Asian countries to 
revalue their currencies, thereby trying 
to make the dollar relatively weaker. 
Indeed, the US has been relying entirely 
on a depreciating dollar to increase ex- 
ports and restrain imports. It has not 
encouraged domestic savings in order to 
reduce the need for massive inflows of 
foreign funds. It would be one thing if 
this lopsided policy was working, but 
the current account has continued to m- 
crease from its record-breaking $850 bn 
last year. In addition, the dollar cannot 
sink far enough to restrain imports 
without creating a panic. For example, 
while a softer dollar has benefitted ex- 
porters, almost no conceivable dollar 
depreciation would be enough to signifi- 
cantly narrow the trade gap, simply be- 
cause the value of the imports is twice 
that of exports. 

Because the US needs to borrow 
more than $2 bn each day from abroad 
to finance its imports and service its $3 
tn foreign debt, a dollar that plummets 
teo fast would necessitate a rise in US 
interest rates to attract foreign funds. 
Thus, the US would end up with infla- 
tion, high interest rates and recession. 
Finally, a weakening dollar could lead 
to more acquisitions by the cash-rich 
countries—China and the Gulf states— 
which might arouse a political backlash 
in America. That could ignite more pro- 
tectionist pressures and send Wall 
Street reeling and could also precipitate 
a global currency crisis. 


54 | January 2009 | 


The oil (price rise) factor in the 
Iraq war: A macroeconomic 
assessment 

Since the Iraq war began, oil prices have 
gone from about $25/barrel at the out- 
set to more than $147/barrel by July 
2008. Because of the knock-on second- 
ary effects, higher oil prices affect al- 
most every aspect of an economy. In oil- 
importing countries like the US, higher 
oil prices lead to larger trade deficits 
and inflationary pressures. Since gov- 
ernments then have to spend more on 
importing oil and on interest payments 
on outstanding debts, it becomes 
harder to balance budgets. Higher in- 
terest rates also lead to lower invest- 
ment and consumer spending, declines 
in share prices, and a slowing of the 
economy. In America, the war has hurt 
the economy in other ways. I will try to 
identify the macroeconomic costs and, 
where possible, quantify them. 

Oil prices started to soar just as the 
war began, and the longer it has 
dragged on, the higher the prices have 
gone. This certainly suggests that the 
war has something to do with the rising 
prices. On this, almost all oil experts 
agree. But what fraction of the total price 


increase is due to the war? To answer 
this, we need to ask: What would the 
price have been had there been no war? 


Exactly how much the war increased © _ 


prices cannot be gauged with precision. 
One pointer is that global oil prices rose 
at an average annual rate of 3.0% dur- 
ing the period of 1992-2002. One would 
safely assume that had the war not 
taken place, oil prices would have con- 
tinued to rise at similar rates reaching 
$28.13/barrel in 2007 and $28.97/bar- 
rel in 2008. But since the war, the prices 
have risen steadily from $25/barrel in 
2003 to $91/barrel in 2007 and $147/ 
barrel in July 2008 (see Table 8). The 
war is unarguably the single most im- 
portant factor contributing to the soar- . 
ing price of oil and accounting for some 
65% of the current rise. The war has 
also impacted on the global oil produc- 
tion capacity by creating instability in 
the Middle East and thus increasing 
the risk of investing in the region. 

We can now calculate the direct cost 
to the US economy. The US imports 
5.11 billion barrels (bb) a year. Over the 
period 2003-2008, the extra expendi- 
ture to the US oil import bill resulting 
from price differences amounted to 
$1.55 tn (see Table 9). 

However, by adding all the macro- 
economic costs to the oil costs, we can 
get a full tally of the costs of the war so 
far. The numbers are staggering. The 
numbers that, I believe, best capture ` 
the costs of the Iraq war, even without 
adding interest, is more than $6.3 tn 
(see Table 10). But these are the costs 
to the American economy. 

The higher oil prices represent a di- 
rect cost to the global economy of ap- 


Table 6: Contribution of Unconventional Oil to Global Oil Demand, 2007-2030 (mbd) 











World demand 85.76 
Synfuels Lhe 
Tar sand oil 1.00 


93.30 111.00 117.40 
2.80 4.20 6.00 
1.60 2.50 3.50 





As % of global Demand 2 
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Table 7: Primary Energy Consumption, 





2007-2050 (mtoe) 


2007 2025 2050 





Oil 3,953 5,135 5,288 





3,178 3,526 2,748 


Coal 


Hydro 636 314 299 





Asa%oftotal 1 6 13 





proximately $11.933 tn, taking into ac- 
A count the macroeconomic repercussions. 
For the UK, the total costs of the war so 
far amount to $32 bn. The loss of oil ex- 
port revenue to Iraq during the period 
2003-2008 is estimated at $171 bn. 


An Asian oil demand shock? 

While we recognize the risks associated 
with a supply shock in the oil patch, we 
believe investors should be just as con- 
cerned about the demand shock evolv- 
ing from Asia. At the moment, Asia’s 
energy resources are grossly inadequate 
(see Table 11). The growing deficit be- 
tween Asian supply and demand alone 
could keep energy prices high in the 
years ahead. The bottom line is that 
neither of Asia’s fastest-growing econo- 


= mies has enough energy to feed its rapid 


industrialization and urbanization. 

It is against this background that 
the concept of peak oil becomes more 
worrisome. High oil prices might not 
simply be a cyclical phenomenon 
brought about by peak demand in this 
five-year-old global economic recovery. 
Instead, high oil prices might be an 
early indication of a supply-demand 
imbalance that cannot be reconciled by 
still higher prices. In this case, a more 
comprehensive oil shock surely awaits. 


The interplay between oil peak 
and geopolitics 

As the world’s number one consumer, 
4 the US will have much to say about how 
the crisis—whether of early depletion or 
inadequate infrastructure and invest- 
ment, or both—plays out. The geopoli- 
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tics of American oil dependency sees 
four key trends in US energy behavior: 
more imports, increasingly unstable and 
unfriendly suppliers, escalating risk of 
anti-American violence, and rising com- 
petition for diminishing supplies. 

Despite efforts to diversify the US 
energy mix, the US is still heavily de- 
pendent on oil imports and this depen- 
dency can only deepen in the future. 

In 2007, the US consumed 20.70 
mbd, produced 6.87 mbd and imported 
13.83 mbd. US dependence on imported 
oil rose from 34% in 1973 to 67% in 
2007. By 2010, the US will have to im- 
port 72% of its oil needs, rising to 84% 
by 2025 (see Table 12). 

Increasingly, unfriendly suppliers 
and escalating anti-American violence 
are linked. The point here is that with 
growing dependence on oil imports, the 
US finds itself having to deal with gov- 
ernments and dictatorships in unstable 
countries. 

Beyond the five Gulf producers, the 
US strategy of supplier diversification 
will look to eight main sources outside 
the Gulf region: Mexico, Venezuela, Co- 
lombia, Russia, Azerbaijan, 
Kazakhstan, Nigeria and Angola. 
These countries and their oil opera- 
tions are characterized by one or more 
of the following attributes: corruption, 
organized crime, political turmoil and 
ruthless dictators. The US is being 
forced into deeper relationships with 
such regimes. 

The bottom line is that any eruption 
of ethnic or political violence in these 
areas could do more than entrap Ameri- 
can forces there. It could lead to a deadly 






2003 








| The average oil price since war 35.63 


65.87 102.92 248.32 






Table 8: The Iraq War Contribution to the Rise in Oil Prices, 2003-2008 (USS) 
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% war share 30 44 
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confrontation between the world’s mili- 
tary powers. In a world as enduringly 
addicted to oil as ours is, nations are 
going to be looking for their own sup- 
plies. China will be among them. Over 
the coming years, we will see China 
more involved in Middle East politics. 
And they will want to have access to oil 
by cutting deals with corrupt dictator- 
ships in the region, and perhaps provid- 
ing components of weapons of mass de- 
struction, ballistic missiles and nuclear 
technology, and that could definitely 
put them on a collision course with the 
US. Oil dependency could yet prove to be 
the route to a third World War. 

Most US presidents, since the Sec- 
ond World War, have ordered military 
action of some sort in the Middle East. 
American leaders may prefer to dress 
their military entanglements east of 
Suez in the rhetoric of democracy build- 
ing, but the long-running strategic 
theme is obvious. It was stated most 
clearly, paradoxically, by the most lib- 
eral of them. In 1980, Jimmy Carter 
declared access to the Persian Gulf a 
vital national interest to be protected 
“by any means necessary, including 
military force”. The US has been doing 
this ever since, clocking up a bill mea- 
sured in thousands of billions of dol- 
lars, and counting. 

Geopolitical pressures have also 
tightened on the world oil and gas 
markets over the last 12 months, 
never mind how big the reserves 
are. Iran has threatened to switch oil 
and gas exports to China if Europe 
and America push them hard on 
their nuclear ambitions. Venezuela 
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Table 9: The Cumulative Extra Expenditure on US Oil Imports, 2003-2008 ($ bn) 
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Table 10: The US Macroeconomic Costs 


of the War en iraq 
Cost in $ bn 











Plus wane & Social Economic Costs 





Total operations to date 646 
Future veterans’ costs 717 
(Disability and social Security) 





Total Budgetary costs 





Grand total 





has threatened the same, for different 
reasons. Russia has threatened to 
turn off the gas supply to Ukraine 
if the Ukrainians did not pay higher 
prices, so threatening Kurope’s supply. 
Russia supplies around a quarter of 
EU’s gas. And more recently, Russia 
stopped oil exports to Belarus and 
European customers farther down the 
line in a row over tariffs and energy 
prices. Furthermore, a creeping 
re-nationalization of the oil and 
gas assets in Latin America is 
under way. 


Can the world be weaned away 
from oil? 

I have so far endeavored to prove the 
case for two big arguments. First, there 
is plenty of oil and gas left but not 
enough to feed growing global energy 
demand for much longer. Second, the 
peak in conventional oil preduction has 
already been reached in 2006 and when 
the market realizes this, severe eco- 
nomic traumas will ensue. 

The truth of the matter is that the 
shortfall between current expectation of 
oil supply and actual availability will 
be such that neither gas, nor 
renewables, nor liquids from gas and 
coal, nor nuclear, nor any combination 
thereof will be able to plug the gap in 
time to head off the economic trauma 
resulting from the peak. But doing noth- 
ing is not an option. It will only lead to 
conflicts and devastating wars in the 
future. This begs the question as to 
whether the world could eventually be 
weaned away from oil. The answer to this 
is that it can only be done if we endeavor 
to change our lifestyle, easier said than 
done. But the dire alternative will even- 
tually force us to change the way we live 
and seek alternative energy sources. 

Meanwhile, there are short-term 
and long-term measures that govern- 
ments can urgently take to reduce our 
addiction to oil and ward off the adverse 
impact of an energy crisis. Energy effi- 


Table 11: Currentand Projected Crude Oil Demand, Supply, Imports & Reserves 


in the Asia-Pacific: Region (2005-2010) (mbd) 
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Table 12: US Current and Projected CrudeOil Production, Consumption & Imports 2007-2025 


2010 


20.70 23.21 


31.90 29.32 26.82 - 


% of change 
2015 2020 2025 2004-2025 


25.07 26.66 28.72 +39 


77 80 84 


ciency could be a first step. 
Automakers, for instance, could profit- 
ably increase fuel mileage to 66 mpg for J 
light trucks and 92 mpg for cars at little 
additional cost. 

There are already technologies 
which can help the world reduce its reli- 
ance on conventional oil in transport. 
Put these technologies together and you 
get the car of the future, a plug-in hybrid 
with a flexible-fuel tank. But this will 
be an interim measure until a fully elec- 
tric-battery car is mass-produced and 
until hydrogen fuel cells are developed 
in the coming two decades. 


Need of the hour 


Global conventional oil production ^ 
peaked in 2006. The current price fluc- 
tuations for crude oil are a manifesta- 
tion of the peak. A peak in oil production 
would manifest itself in rapidly esca- 
lating prices, a slowdown in production, 
a growing supply deficit, declining dis- 
covery rate of new oil, and also a declin- 
ing Energy Return on Investment ratio. 
All these characteristics exist today. 

Peak oil is not only a reality but is 
already impacting on oil prices, the 
world economy and the global energy 
security. The more than quadrupling of 
oil prices since 2002 is not an anomaly 
but a picture of the future. With the 
peaking of global conventional oil pro- 
duction, geopolitics and market eco- 
nomics will result in even more signifi- 
cant price increases and security risks. 
Oil wars are certainly not out of the 
question. 

While it is impossible to wean the 
world away from oil without a radical 
change in our lifestyle, there are already 
technologies which can help reduce our 
addiction to oil. Major investments 
should therefore be channeled towards 
enhancing energy efficiency globally and 
development of a plug-in hybrid car 
with a flexible-fuel tank as an interim 
measure, and ultimately hydrogen mo- 
tor technology.m 


* This article is based on a talk the 
author gave at the invitation of the En- 
ergy Select Committee in the House of 
Commons in London on 29 April 2008. 
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The dynamics of pharma outsourcing and location decisions in Asia are 
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where Asia is not just a market and manufacturing powerhouse for the 
pharma industry but also a key contributor to drug discoveries. 
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utsourcing decisions have tra- 
ditionally been driven by cost 
factors. However, with the 
wider global economic balance shifting 
from west to east, and with the growing 
importance of end-markets in Asia being 
matched with increasing Asian pharma- 
ceutical expertise across the value chain, 
cost is just one of the factors that compa- 
nies need to consider when taking 
outsourcing decisions in Asia. 
Increasingly, such decisions need to 


= be informed by strategic as much as tac- 


tical considerations. The outsourcing 
steps that companies make today can- 
not be divorced from the footprint 
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strides they will need to make over a 10- 
20-year time period. We find that com- 
panies need to balance a number of fac- 
tors, ranging from the forces that are 
affecting current and future pharma- 
ceutical business models to the oppor- 
tunities and constraints posed by the 
dynamics of growth, convergence and di- 
vergence at work in the Asian region. 
We have identified four clusters of 
factors (Figure 1) that are relevant to 
the decision-making context faced by 
multinational pharmaceutical compa- 
nies when they consider outsourcing in 
Asian territories. Increasingly, these 
factors are also equally relevant to the 


outsourcing carried out by the fast- 
growing Asia-based pharmaceutical 
companies. 

The effect of these four clusters of 
forces is to create two key challenges 
for pharmaceutical companies. First, 
companies face the challenge of decid- 
ing how best to maximize value chain 
productivity and minimize costs. Sec- 
ond, they need to judge how to maxi- 
mize the opportunity presented by 
growing pharmaceutical markets in 
Asia and the growth in Asian pharma- 
ceutical expertise. 

Outsourcing offers answers to both 
these challenges, but as we see from the 
east/west divergence trends, the 
outsourcing landscape in Asia is com- 
plex. The regulatory landscape is un- 
even with concerns about Intellectual 
property protection (IPP) still unre- 
solved in many territories. Moreover, 
the cost advantage cannot always be 
taken as a given, as local labor markets 
converge with the increasingly global- 
ized market for skilled professionals. 
Decisions on optimal locations for 
outsourcing entail difficult tradeoffs. 
Singapore, for example, has a level of 
IPP comparable with western territo- 
ries, but also has labor costs to match. 
China and India provide much lower la- 
bor costs and immense market growth 
but greater IP and other regulatory un- 
certainty. 

In addition to these overall location 
factors, companies need to carry out ex- 
tensive scrutiny of potential 
outsourcing candidates. Absolute confi- 
dence in the reliability and quality of 
supply and service from the outsourced 
entity is a critical consideration for any 
pharmaceutical company considering 
outsourcing. Moreover, the choice of 
candidate and the type of outsourcing 
relationship needs to fit with the 
company’s future ambition and strat- 
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egy. The choice of outsourcing partner 
might be very different if, for example, 
the goal of outsourcing is to help acceler- 
ate a company’s move to more flexible, 
modern manufacturing and use of more 
advanced process technology, compared 
with, say, the goal of reducing costs on 
end of patent products. 

The changing dynamics of pharma 
outsourcing in Asia cover three signifi- 
cant developments—the trend towards 
high-end innovation, rapid expansion of 
clinical trials in Asia, and a scaling up 
of pharma manufacturing in Asia. 


Moving up the value chain 

The outsourcing trend started off with 
the outsourcing of non-core support 
functions such as [T, HR and finance. In 
pharmaceuticals, outsourced contract 
manufacturing and contract research 
have become the norm for many phar- 
maceutical companies. Asian Contract 
Manufacturing Organizations (CMOs) 
and Contract Research Organizations 
(CROs) compete with their European 
and North American counterparts in a 
worldwide CMO and CRO market- 
place. 

Much of the outsourced pharma 
market has been for routine work such 
as later stage clinical trials and low- 
cost manufacturing of established 
drugs, but outsourcing is increasingly 
moving up the value chain. Industries 
such as IT, automotive and aviation are 
already sourcing significant elements of 
high-end work in Asia. The motivation 
for such moves extends beyond cost. 

Intellectual property concerns have 
inhibited this trend in pharma; how- 
ever, increasingly, such concerns are be- 
ing overcome and major moves are be- 
ing made by big pharma companies to 
step up their drug discovery investment 
in Asia. Such investments are taking 
various forms. Eli Lilly chooses for a 
Fully-Integrated Pharmaceutical Net- 
work (FIPNET) and as such is develop- 
ing a range of higher end relationships 
in a ‘networked’ model. Direct invest- 
ment in the establishment of their own 
research and innovation centers has 
been the route followed by companies 
such as AstraZeneca with its tubercu- 
losis research center in Bangalore, 
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India, and more recently, Glaxo- 
SmithKline (GSK) with an investment 
worth US$100 mn in the first year, ina 
new neuroscience researeh center in 
China. 

As well as these examples of 
‘insourcing’ capturing the benefits of 
an Asian location through an in-house 
investment, companies are also turn- 
ing to research-based partnerships 
as a way of sourcing high-end exper- 
tise and building up drug discovery 
investment in Asia. For example, US 
company Merck and Indian company 
Advinus Therapeutics are collaborat- 
ing on early-stage development of 
drugs for metabolic disorders with 
Merck retaining the right to advance 
the research into late stage trials. In 
addition, Asian pharma companies 
such as Ranbaxy and Dr. Reddy’s in 
India, who have grown through cheap ge- 
neric drug manufacturing, are seeking 
to compete in new drug discovery, and 
elsewhere, many private equity funds 
are taking stakes in the higher end ac- 
tivities of Asian pharma companies. 


Rapid expansion of clinical trials 
in Asia 


The volume of clinical trials being con- 


ducted in territories outside of Europe, 
North America and Japan has been 
growing rapidly in recent years as 
emerging markets grow. Asian territo- 
ries have led much of the growth with 
the number of trials taking place in 
China and India, in particular, growing 
fast as a result of recent moves to 
strengthen IPP laws. Cost has been a 
critical factor alongside IPP improve- 
ments. 

Clinical trials are estimated to be 
up to 50% cheaper in India, for example, 
compared to the US. According to Clini- 
cal trials.gov, a website operated by the 
US National Institute of Health, the 
number of ongoing clinical trials in 


India increased from 40-50 in 2003 to- 


around 270 by 2007. Big pharma com- 
panies now active in India include 
Amgen, Biogen, Johnson & Johnson, 
Roche and GSK. The need to enroll more 
patients for longer periods in trials in 
order to satisfy regulatory require- 
ments has led companies to look to ter- 
ritories such as India and China with 
large populations of patients who are 
able to participate in studies. Many such 
patients are ‘treatment naive’, and 
therefore, fulfill the needs of many trials. 

Another key advantage of conduct- 
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ing trials in some Asian territories is 
that many hospitals or doctors are serv- 
ing large numbers of patients. So com- 
panies can recruit more quickly from a 
smaller number of sites. However, 
speedier recruitment can be offset by 
delays in securing local regulatory ap- 
proval in certain territories. Delays of 
up to 12 months are not uncommon in 
China, and despite recent moves to 
streamline processes, nine-month 
waits are typical in India. 

In contrast, approval times in 
Singapore are around three months. 
The expectation is that approval times 
will continue to shorten as governments 
seek to remove barriers to investment 
in trials. At the same time, there is a 
focus on stepping up measures to pre- 
vent the risk of fraud or poor quality 
data, which would make trials unreli- 
able. The US Food and Drug Adminis- 
tration (FDA) recently established an 
office in China, and other regulators are 
also stepping up inspections. Local 
regulators are also committed to mea- 
sures that bring the prospect of stan- 
dards gradually moving to match those 
in Europe and North America. However, 
there is a wide variation in standards in 
the region with territories like 
Singapore already matching interna- 
tional standards and others much fur- 
ther behind. As with trials in any loca- 
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tion, ethical issues require careful 
management; however, with low income 
populations, additional issues arise 
such as ensuring that participants 
give truly informed consent and post- 
trial access to treatment. 


Manufacturing scales up 

Asian territories provide a significant 
cost advantage for pharmaceutical 
manufacturing. The overall costs of 
drug manufacturing in India, for ex- 
ample, are up to 50% cheaper than in 
western industrialized territories. Cost 
savings on this scale present a compel- 
ling reason for manufacturing 
outsourcing to Asian CMOs. However, 
cost savings are nothing compared to 
the need to ensure quality and safety. 
Recent reports of deaths linked to con- 
taminated heparin in the US, sourced 
from China, highlight the critical issue 
of quality. The general trend, however, 
is of ever-increasing quality of work 
from Asian territories. 

The region has a large pool of edu- 
cated and appropriately qualified tal- 
ent with the ability to run manufactur- 
ing plants equalling western complex- 
ity and quality. Several CMOs operat- 
ing out of Asia have obtained approval 
from the FDA, gaining credibility for 
their quality standards. In India, there 
are more than 100 FDA-approved phar- 
maceutical facilities—the largest num- 
ber in any territory outside the US. At 
the end of 2005, more than 5,000 Chi- 
nese drug manufacturers had obtained 
their Chinese GMP certificates. There 
is an ongoing effort in China to increase 
inspections on already certified manu- 
facturing sites in response to evidence 
that some of the certified manufactur- 
ers have not consistently adhered to 
GMPs in the past. With an increased 
commitment to international stan- 
dards, Asian CMOs are securing more 
outsourcing orders from big pharma- 
ceutical companies. 


Evaluating the landscape 

Choice of location as well as choice of 
partner is crucial to outsourcing deci- 
sions. The labor market and regulatory 
environment are critical influences on 
operations, while the logistics of the lo- 


cations need to fit within the market 
The territories in the Asian region a1 
diverse with a range of market, regul: 
tory, geopolitical and economic circun 
stances. They are also characterized b 
widely varying stages of evolutior 
Understanding the risks and opportt 
nities associated with each territory i 
an important element in choosin 
a destination for outsourcing or an 
location decision. 

A territory cannot be assessed on 
single stand-alone factor. A combing 
tion of various parameters need to b 
considered. In broad terms, the majo 
key dimensions for assessing thi 
outsourcing competitiveness of any ter 
ritory are cost factors, a range of risk: 
associated with the territory environ 
ment, and the extent of the market op 
portunity. These three key dimension: 
can be further split into differen 
sub-factors. To compare territories or 
the same scale we have assigned weight: 
to each of these sub-factors in the graph 
Outsourcing Index.* 

A territory is suitable for 
outsourcing if it has a good mix of all the 
parameters involved and has a well. 
balanced score on each of them. The 
outsourcing index chart in this chapter 
provides a measure of the degree of 
readiness and attractiveness of a terri- 
tory as a potential outsourcing destina- 
tion for pharmaceutical R&D and 
manufacturing. This index has been 
prepared to assess emerging 
outsourcing destinations and rank 
these territories in terms of their suit- 
ability to outsourcing. The exact weight 
can be varied to reflect the exact context 
of an individual outsourcing decision. 
For example, the weight given to mar- 
ket opportunity will depend on the ex- 
tent to which an outsourcing decision is 
part of a strategy to capitalize on local 
market growth in a territory or whether 
it is serving other needs. 

Now, let us see how Asian compa- 
nies rank across the factors as a whole. 
Taking all the parameters into account 





` The weights were assigned after a detailed analysis ` 
of the relative importance of the factors and sub- 
factors based on PwC pharmaceutical practitioner 
experience and industry research papers. A set of 
data points/metrics were identified for each factor 
and sub-factor. 
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(Figure 3), China tops the table as the 
best outsourcing destination, followed 
by India, Korea and Taiwan. Both 
China and India, although not leaders 
in all the factors, score strongly across a 
sufficient range to emerge as the 
leading destinations. In particular, the 
lower costs and greater market 
opportunity in these two territories out- 
weigh the higher risk, compared with 
the more established and mature regu- 
latory regimes of Australia, Japan and 
Singapore. Strong market growth 
potential is a key reason for Korea’s 
third place spot, while Taiwan’s active 
promotion of the biotech industry, 
supported by incentives and tax breaks, 
helps put that territory in the fourth 
position. The Taiwanese government 
hopes to establish the territory as 
a leading location for CRO activities 
in Asia. 


Looking ahead 
Looking ahead, China and India will 
spearhead growth in the Asian pharma- 
ceutical sector. Of the two, China is 
likely to set the pace with growth 
spurred by the territory’s low-costs and 
immense market potential. Foreign di- 
rect investment, contract research and 
contract manufacturing will continue to 
grow in both territories. 

Alongside China and India, 
Singapore will maintain its position as 
a center for research and innovation. 
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= Market Opportunity = Risk m Cost 


While the trio of China, India and 
Singapore will maintain their position 
as the ‘hotspots’ of the Asian pharma- 
ceutical sector, other territories, nota- 
bly Korea and Taiwan, will also be in- 
creasingly significant. 

Outsourcing and its ‘insourcing’ re- 
lation will continue to move up the 
value chain. The balance of pharma- 
ceutical investment in the region and 
worldwide will gradually shift towards 
a future where high-end drug discovery 
in Asia will play an increasingly sig- 
nificant role alongside the region’s tra- 
ditional manufacturing role. 
Insourcing will remain the preferred 
model for higher end activities, al- 
though, increasingly, this will be 
supplemented by strategic partner- 
ships and collaboration with outside 
companies. 

The companies that emerge the 
most successful will be those that are 
most adept at managing and mixing a 
range of contractual relationships and 
partnerships across a number of differ- 
ent locations. There will be no ‘one size 
fits all’ approach. Different companies 
and, indeed, different activity centers 
within the same company will utilize a 
mix of approaches. They will look to 
make the most of the strengths of dif- 
ferent locations and opportunities for 
different parts of the value chain.s= 
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Agriculture may not be terribly important for income growth, but is 
fundamental for translating the overall economic growth into rural 


prosperity. 


— Suresh Chandra Babu 


International Food Policy Research Institute, Washington, DC, USA 


— G Bhalachandran 


Sri Saihya Sai University, Prasanthinilayam, AP India 





or the past 15 years, Indian agri- 
cultural sector has been given a 
target of 4% growth per year. 
Waie this has been elusive for the most 
part, recent trends incicate that the ag- 
ricuitural GDP has been growing at 
4.6% for the past three years—5.78% in 
2005-06, 3.76% in 2006-07, and 4.55% 
in 2007-08. Is this a ecincidence or a re- 
sult of organized sector transformation? 
Rural and agriculture sectors will 
continue to play an important role in sus- 
taining the recent economic growth in In- 
dia. However, agricultural productivity 
has been low for the last two decades. 
Public investment in agricultural sector 
has been stagnant. Agriculture subsi- 
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dies are growing, while rural invest- 
ments are declining. There is an increas- 
ing recognition now that agricultural in- 
vestments have to be boosted, but it is 
not clear to what extent and where the 
new resources should be invested. Issues 
related to governance, institutional ca- 
pacity and policies will have to go hand in 
hand with such investments if the cur- 
rent agricultural growth trends are to 
fully benefit a majority of the rural 
masses who continue to be poor and 
marginalized even now. A major concern 
is how to systematically nurture the re- 
cent trends in higher agricultural growth. 

Although agricultural growth is pick- 
ing up, contribution of agriculture towards 


poverty reduction remains low. Of late 
farming is not remunerative at all. In 
come disparity between farmers/ rura 
communities and the urban consumers i: 
widening. Farmers are not full; 
mainstreamed in the recent overall eco 
nomic growth. About 40% of the farmers 
reports in a recent national sample sur- 
vey indicate that they would quit agricul- 
ture, given other opportunities. Till re- 
cently, farmer-suicides were rampant in a 
few parts of the country. All these indicate 
that Indian agriculture needs a revival. At 
this juncture, two questions arise: 
¢ Can this new growth spurt be a start 
of a long-term productivity trend in 
Indian agriculture? 
¢ What technological, institutional, 
and policy changes are needed to sus- 
tain such growth? 

It is often said that India needs a 
second green revolution. The story of the 
Indian first green revolution in the 
1960s and 1970s is well-known. In- 
creasing crop productivity for attaining 
national food self-sufficiency was its 
major goal. Modern varieties of seeds 
were imported and adapted to various 
agro-ecological regions. Farmers were 
encouraged to use chemical fertilizers 
and plant protection chemicals through 
subsidies. Irrigation systems were re- 
vamped and rehabilitated. A well func- 
tioning public extension system was 
put in place. 

Farmers were assured the right 
price and markets for their produces. 
The combined effect of these factors 
with a committed capacity of scientists 
in the national agricultural research 
systems transformed India from a coun- 
try that depended on food imports to 
feed its population to a country of food. 
self-sufficiency in a matter of 15 years., 
The current challenges of Indian agri- 
culture, however, are too complex to tie 
down with a single focus. 


Emerging trends 
The global scenario in which the Indian 
agriculture operates has changed con- 
siderably. It is important to place 
Indian agriculture in the context of cur- 
rent and emerging trends at the global 
and national levels. Indian agriculture 
continues to face the process of global- 
ization both in terms of gradual opening 
of its market for external imports and 
slowly growing exports of its commodi- 
ties to the outside world. Technological 
changes in the form of biotechnology 
and Information Communication Tech- 
nology (ICT) as applied to agriculture 
are changing the way farmers produce 
and market crops. The recent wave of 
Kadoaron of biotechnology in cotton, 
which is occupying more than 40% of the 
land under cotton, is a clear example. 
The yield levels of cotton have doubled 
after the adoption of BT cotton technol- 
ogy. This shows that farmers do adopt 
promising technologies. Farmers are in- 
creasingly connected to markets 
through new ICT, although such tech- 
nologies are yet to reach a majority of 
the smallholder farmers, particularly 
in the rain-fed regions. 

The institutional change, particularly 
decentralization of deasion making and 
implementation at the panchayat level, 
has improved the participation of rural 
population in deciding the nature of devel- 
opment for their own communities. Yet 
~ the effective use of such institutions re- 
mains weak in many states. Due to in- 
creasing incomes of top one-third of the 
Indian population, the demand patterns 
of food and non-food commodities are 
changing. Within food commodities, rural 
and urban households alike are increas- 
ingly consuming high value commodities, 
such. as fruits, vegetables, fish, dairy and 
livestock products. People are eating leas 
of wheat and rice-based foods. Partly as a 
result, the entry of private sector in retail 
food marketing is booming. 

Particularly, the private sector is m- 
creasingly engaging farmers in contract 
farming for procuring high quality fruits 

and vegetables for urban markets. Due 
4 to the increasing price of fossil fuels, 
there is a growing demand for biofuels 
that will compete with the food crop pro- 
duction for land and water resources. 


Large schemes are being devised to con- 
vert waste lands into production of 
biofuel crops. While all these emerging 
trends provide opportunities for in- 
creased agricultural growth in the rural 
areas, it is not clear who will benefit from 
such trends. It is also not clear what the 
implications of such emerging trends are 
for rural economic growth and for the 
mainstreaming agricultural and rural 
sectors in the fast changing Indian 
economy. 

Now the reality check. Agriculture 
as a sector, including livestock, fisher- 
ies, and agriculture crops, constitutes 
about 20% of the national income. Yet, 
60% of the population in India, directly 
or indirectly, depends on agriculture. 
Agriculture may not be terribly impor- 
tant for income growth, but is funda- 
mental for translating the overall eco- 
nomic growth into rural prosperity. Wel- 
fare indicators, such as food security and 
nutrition, also show depressing figures. 
Unless, effective policies and programs 
are put ın place, the economic growth 
that is sweeping mainly the urban India 
will not directly translate into agricul- 
tural growth and rural prosperity. 


Why agriculture stagnates 

Over the last two decades, the growth of 
Indian agriculture has stagnated. A 
close examination reveals that the 
growth rate in agricultural GDP was 
3.2% ın the 1980s, 3.6% between 1990 
and 1996, 1.66% between 1996 and 
2004, and 1.97% between 2000 and 
2005. The chief concern of the policy 
makers is that agriculture growth rate 
has been declining, although it has 
shown improvement in the last three 
years. Several reasons could be attrib- 
uted for this low level of agricultural 
growth. 

There has been low public invest- 
ment in agriculture for many years. In- 
adequate irrigation facilities increase 
the dependence of farmers on monsoon 
rains. Only about 40% of the 145 mil- 
lion hectares in crop production are irri- 
gated. The gross irrigated area has 
grown only at the rate of 0.26% per year 
between 1996 and 2004. Although, we 
have had near normal rainfall for the 
past two decades, Indian farmers de- 


Indian Agriculture 


pending on rain-fed agriculture have not 
been able to increase their productivity. 
The landholdings of the farming com- 
munities continue to decline in size in 
general, and in particular it is quite 
true with regard to about 80% of the 
farm holdings cultivating less than 2 
hectares of land.Technology adoption 
and application continue to be slow, ex- 
cept for a few cash crops. Farmers’ debt 
problems have been increasing due to 
high input costs and stagnating output 
prices. The growth rate of fertilizer use 
(NPK) has declined from 9.68% per year 
during 1970-71 to 1986-87 to -0.05 dur- 
ing 1996-97 to 2003-04. For the same 
periods, the growth rate of electricity 
used in agriculture declined from 
11.626% to -1.866%. 


Low productivity: Reasons 

Agricultural productivity in India re- 
mains low mainly because, in addition 
to the above-mentioned factors, agricul- 
ture as a sector has not received enough 
private or public investments. As a re- 
sult, crop productivity growth tends tc 
be low. Investments in research and de- 
velopment have remained low for the 
past two decades, although recently ıt 
has shown some increasing trends. Pub- 
lic investment in agriculture, as a per- 
centage of agriculture GDP, has de- 
clined from 3.79% per year in 1980. 
1985 to 1.90% in 1995-2000. Betweer 
2000 and 2005, it increased to 2.37% 
per year. More importantly, Indian sys- 
tem of public sector research has beer 
unresponsive to the needs of the small- 
holder sector. The process of priority 
setting for agricultural research has 
been misplaced. The organization and 
management of public research sys- 
tems need revamping. The incentives- 
structure for researchers to produce 1m- 
novative solutions for the problems o 
smallholder farmers remains unattrac- 
trve. On the other hand, private sector 
continues to focus its research mvest- 
ments on commercial crops, where the 
profit is high. The system of agricultural] 
extension that was once the pride ol 
Indian agriculture has collapsed. All 
these factors keep a vast majority oj 
farmers at low productive levels. Unless 
increased investments-are made anc 
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governance of the national agricultural 
research and extension systems are im- 
proved, the inereasing trend in agricul- 
tural growth cannot. be sustained in the 
long run. The current low investment lev- 
els in agriculture are the result of several 
factors working together. Continued 
stagnation of investment in agriculture 
has resulted in poor performance of agri- 
culture in almost all agro-ecological 
zones. While agricultural subsides con- 
tinued to raise, investments remained 
low. Some states are finding it a chal- 
lenge to pay even their staff in the agri- 
cultural universities and extension sys- 
tems on a regular basis. 


What needs to be done 
This lackluster performance in the rural 
sector has resulted in the change of govern- 
ments both at the central and state levels 
recently. Recognizing the importance of ag- 
ricultare in poverty and hunger reduction, 
the current national government has 
shown various signs of seriousness in salv- 
ing the problems of agriculture sector. Last 
year, Prime Minister Manmohan Singh 
announced an investment of Rs 250 er for 
revamping Indian agriculture. While these 
resources were to be spent on developing 
water resources for irrigation and imprev- 
ing credit facilities for the farmers, it is not 
clear at present how much actually 
reached the farmers. This year saw the 
cancelation of debts of smallholder farm- 
ers. As important as these choices are, it is 
well-known from international research 
thet increasing agricultural productivity. 
which is a major need of the day, requires 
investments in the research and develop- 
ment ofnew technologies. Further, if reduc- 
ing rural poverty were to be the objective, 
investing in rural infrastructure, such as 
rural roads, is important. To enabie the 
rain-fed farmers te benefit from such in- 
vestments, irrigation systems have to be 
developed and the existing ones need to be 
rehabilitated. However, before investing in 
suca rehabilitation or generating new irri- 
gat.on systems, pclicies and institutions 
must be strengthened, so that the good gov- 
ernance of such investments is ensured. 
If the current tremds of Indian. eco- 
nomic growth and the recent trend of in- 
creased agricultural growth are to be 
trans.ated into rural presperity, several 
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challenges need to be faced head on. If the 
recent budgets are any indication, govern- 
ment allocation to agriculture remains 
less than optimal. Although agriculture 
and education are recognized as priority 
sectors, the budget allocation for agricul- 
ture has not changed in real terms in the 
recent years. The recent increased neglect 
of agriculture at the state level is partly 
due to the constitutional requirement 
that agriculture be dealt with at the state 
level. Yet, the central government is faced 
with meeting the national food self-suffi- 
ciency challenges by keeping the price of 
food commodities under control. The re- 
cent global increases in food price levels 
continue to pose threats to Indian food se- 
curity. It may be useful to rethink the role 
of states in developing agriculture and 
agriculture markets. Better collaboration 
between central and the state govern- 
ments in identifying selected agro-ecologi- 
cal zones to improve agricultural produc- 
tivity would benefit the farmers who are 
currently left behind. 

National systems of agricultural re- 
search, extension and education need re- 
vamping. While some improvements 
have been made to work with new mod- 
els of demand-driven extension system, 
agricultural universities need to play an 
increasing role in connecting to the farm- 
ers using two-way communications. 
Knowledge from the farmers needs to 
reach the researchers in the form of prob- 
lems and ideas. Technical solutions need 
to reach the farmers, not just through the 
public extension system, which is not 
functioning effectively, but also through 
new innovative knowledge centers. 
Higher education needs to be made rel- 
evant to solve the problems of farmers. 
In addition to training agricultural 
graduates in technological fields, em- 
phasis must be placed on problem solv- 
ing and social entrepreneurship for ag- 
ricultural and rural development. This 
requires vast imprevement ef capacity 
at all levels; research systems, state 
universities, and farmer education. 


Right measures 

The current agrarian crisis m India is 
real, although the recent trends in agri- 
culture growth are positive. This is indi- 
cated by almost stagnant per capita 





growth of agriculture in the last two de 
cades. Continuing farmer suicides an 
increasing migration of rura 
smallholders and landless laborers t 
urban areas resulting in urban unem 
ployment and urban poverty also indi 
cate rural crisis. Unless the agricultura 
sector is revamped to achieve higher lev 
els of productivity and efforts are mad 
to sustain such productivity levels, Indi: 
will soon face a lopsided growth patter 
with one-third of the country growin; 
faster than the rest. The implications o 
such unbalanced growth could be severe 
While there are indications that the gov 
ernment will increase investment in ag 
ricultural sector it is not clear to what 
extent the investment will reach the poor 
and the vulnerable, to which it is in- 
tended for. Governance of intervention 
programs needs serious attention with 
appropriate and transparent monitoring 
and evaluation programs. 

Productivity needs to be increased. 
4% growth per year is now the target for 
productivity growth in the 11" five-year 
plan (2007-08 to 2011-12). The pro- 
posed target will remain elusive unless 
the constraints to growth in agriculture 
are relieved. This will require increas- 
ing the growth rate of use of chemical 
fertilizers, high-yielding varieties of 
seeds, irrigation, and electricity. There 
is a need for a serious look at the tech- 
nology generation and dissemination 
process that can benefit smallholder 
agricultural sector. Reducing the subsi- 
dies that do not reach farmers currently 
and using such savings to increase pub- 
lic investments require immediate at- 
tention. The low terms of trade in agri- 
culture (which have improved recently) 
need to be addressed, particularly in 
dry land farming areas. Continued 
growth of agriculture and achieving 4% 
growth rate per year are possible if all 
policy and institutional measures are 
coordinated well. Further, it is not 
enough to invest, but it is important to 
invest in the right areas. In short, the 
role of governance, institutional and hu- 
man capacity in translating such in- 
vestments into increased agricultural’ 
productivity and capabilities in rural 
areas cannot be underestimated.s 
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Insurance is about knowing the risk and having backup. 


Risk management and Insurance solutions. 
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Regulation of Financial Derivatives in India 


Lessons and Challenges 





Recent events in financial markets call for a careful reexamination of the 
regulation of financial derivatives. 


— Oskari Juurikkala 


Research Fellow, Institute of Economic Affairs, UK 





t started in August 2007 
as a rupture has extended 
into a global systemic crisis, 

with governments around the world 
bailing out banks and other large insti- 
tutions. At the heart of the crisis is fi- 
nancial innovation, the risks of which 
were not fully understood. A question 
asked by many is how to stop the 
present crisis from causing further 
havoc. That is an important question, 
but I will not address it here. Instead, I 
want to look into the future: How cam we 
prevent similar—or worse—crises from 


occurring again? 


Liberalization and innovation 

In order to answer that question we 
must briefly look back. One reason why 
‘inancial derivatives are so problematic 
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is that they have developed so fast in 
such a short period of time.! Before the 
1970s, the landscape was entirely dif- 
ferent: most bankers and finance pro- 
fessionals had never heard about de- 
rivatives, and business schools only 
mentioned them in the context of agri- 
culture. Then with the revolution of in- 
formation technology, coupled with fi- 
nancial deregulation, an increasing 
number of financial innovations were 
conceived and placed on the market. 
Through the 1980s and 1990s, increas- 
ingly complex derivatives, such as inter- 
est rate swaps and mortgage-backed 
securities were introduced. In the early 
2000s came credit derivatives, which 
are at the heart of the present crisis. 

In India, things have changed even 
faster. Until the 1990s, the Indian Gov- 


ernment practiced very restrictive prir 
ciples in financial markets. Then quit 
suddenly, stock markets began to b 
developed and rules were systemati 
cally liberalized. In 1999, some ex 
change-traded derivatives were permit 
ted under the amended Securities Con 
tract Regulation Act. Exchange-tradec 
derivatives have not proved particularl: 
problematic, perhaps because the rule 
imposed by the Securities Exchang 
Board of India (Sebi) have been quit 
strict. However, a much more importan 
sector—both in India and globally—i 
the market for Over-the-Counter (OTC 
derivatives. These are increasingly com 
plex derivatives contracts made betweer 
banks and businesses, investment 
funds, insurance funds, etc., often with 
out any regulation or control. 


OTC derivatives: Growth pains 
Until 1999, OTC derivatives contracts 
were invalid in India, but under the 
amended Reserve Bank of India Act, the 
RBI was empowered to permit and 
regulate interest rate derivatives, for- 
eign currency derivatives and credit de- 
rivatives. At present, the permitted in- 
struments include different types of ru- 
pee interest rates derivatives and for- 
eign currency derivatives such as for- 
wards, swaps and options. Importantly, 
corporations are only permitted to en- 
gage in derivatives transactions for the 
purpose of hedging, not speculation.” 
Since then, the market for OTC de- 
rivatives has exploded in India. The 
amount of reported OTC derivatives 


' See Alfred Steinherr, Derivatives: The Wild 


Beast of Finance, (Wiley, 2000 revised edition). 


See RBI Guidelines for Derivatives, April 20; 
2007. See also Martin Hohensee and Kyungjik 
Lee, A Survey on Hedging Markets in Asia: 
A Description of Asian Derivatives Markets from 
a Practical Perspective, BIS Papers, No. 30, 
November 2006. 
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Regulation of Financial Derivatives in India 





has grown dramatically between 2004 
and 2007 (see Graph). Of course, the no- 
tional amount figures do not signify the 
actual value at risk in these deals; they 
only give a sense of the size of the mar- 
ket. The most recent innovation—credit 
derivatives—is not yet available in lo- 
cal currency markets, but it is not clear 
whether Indian companies have partici- 
pated in such deals in other currencies. 
Before any financial derivatives were 
permitted in India, the topic attracted 
heated debate. The advocates of deriva- 
tives submitted that financial innova- 
tion enables better risk management 
and lower transaction costs. The critics 
argued that derivatives might be used 
to circumvent regulations and to engage 
in speculative gambling. There is evi- 
dence to suggest that, unfortunately, 
both sides have been right: although de- 
rivatives can have various valuable 
uses, their abuse seems to be equally 
common. 

The RBI guidelines prohibit specu- 
lation with financial derivatives, but it 
is debatable how effective the rules 
have been. In early 2008, Indian courts 
witnessed a flood of litigation concern- 
ing complex deals with foreign currency 
exchange rates. Numerous industrial 
companies had lost significant sums of 
money after placing complex bets on 
such future exchange rates as between 
the US dollar and the Swiss franc. 
Large losses have also been experienced 
with credit linked notes and currency 
options.’ 

The companies have sued various 
banks, accusing them of misselling. 
Some commentators have argued that 
the deals were questionable at the out- 
set and involved high risks of loss to the 
companies. Veteran financial consult- 
ant AV Rajwade said in a newspaper 
article that the RBI regulations had 
been arguably grossly transgressed. 


Indian banks in the global 
gamble 

Unfortunately, problems do not end 
with speculation by industrial compa- 


lnies: it is the banks themselves who are 


likely to suffer the most, in India as 
elsewhere. One of the largest deriva- 
tives players in India, the ICICI Bank 


announced in early March mark-to- 
market losses of Rs 264 mn on credit 
derivatives. Given that the financial cri- 
sis has gone much worse since then, the 
current losses must be significantly 
higher. 

The risks are very real. According to 
a statement made by the then Union 
Finance Minister P Chidambaram, In- 
dian banks had a total derivatives ex- 
posure of over Rs 127 tn, which is more 
than three times India’s trillion-dollar 
GDP. Although that is not a direct esti- 
mate of the amount of money at risk in 
these deals, it means that Indian banks 
are fully participating in the global de- 
rivatives gamble. Moreover, it seems 
that the figure does not include expo- 
sure to equity derivatives or Collateral- 
ized Debt Obligations (CDOs).4 

The RBI Governor YV Reddy said in 
April 2008 that although the situation 
is problematic, there are no systemic 
risks. However, it is difficult to say how 
such statements should be viewed: the 
deepening of the problem in the US and 
Europe—contrary to optimistic state- 
ments made by central bank leaders in 
early 2008—shows that either no one 
really knew how serious the problem 
was, or someone was simply dishonest. 


Why derivatives regulation is so 
difficult 
The regulation of financial derivatives 
is tricky for several reasons. Firstly, de- 
rivatives enable companies to leverage 
their risks and investments to such an 
extent that it can be difficult to control 
and supervise them. The collapse of 
Barings Bank in 1995 was caused by an 
escalating options position that was 
motivated by a rogue trader’s gamble 
for life. Often the top management re- 
ally does not understand the true na- 
ture of the risks that are being taken, 
until losses have realized themselves. 
This must have been the case in Indian 
companies too. 

Secondly, the leverage provided by 
derivatives can create systemic risks. 
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That was witnessed in 1998 with the 
collapse of Long-Term Capital Manage- 
ment (LTCM), which ran into unex- 
pected difficulties after building up an 
unprecedented derivatives portfolio 
and nearly brought down several US 
banks. In 2008, the credit derivatives 
business caused much greater havoc 
and forced governments to nationalize 
banks in several countries. The syn- 
drome of “too big to fail” unfortunately 
creates a moral hazard situation on the 
part of the bankers and weakens their 
incentives to play it safe. 

Thirdly, derivatives are often em- 
ployed to deliberately circumvent regu- 
lations, such as investment restrictions 
of investment funds. This was wit- 
nessed in the US with numerous infa- 
mous cases appearing in the mid- 
1990s. The most significant of them 
was the loss of $1.69 bn by Orange 
County on highly leveraged derivatives 
investments. As the investor George 
Soros put it: “Some of these instru- 
ments appear to be specifically de- 
signed to enable institutional investors 
to take gambles which they would oth- 
erwise not be permitted to take.” 


* See e.g., “Why Indian Companies’ Love Affair with Derivatives Soured,” Mint, April 16, 2008. 
* “Rs 128 trillion Derivatives on Banks’ Books,” Mint, March 12, 2008. 
* Testimony to the United States House of Representatives Committee on Banking, Finance and Urban 


Affairs, April 13, 1994. 
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Fourthly, the increasing complexity 
of derivatives makes them inereas- 
ingly difficult to understand—for man- 
agers, regulators, legislators, and 
bankers themselves. Soros said the 
fo.lewing about derivatives in 1994: 
“There are so many of them, and some 
of them are so esoteric that the risks 
involved may not be properly under- 
stood even by the most sophisticated of 
investors.” If such was the situation in 
1994, what must it be like today? To 
answer that question one need only re- 
view the events of 2007 and 2008. 

Even if the problem is admitted, 
there are serious challenges concerning 
lega! clarity and effectiveness. Accord- 
ing to an Ernst & Young survey, an in- 
creasing number of indian corporate 
treasuries were involved in derivatives 
transactions. The survey indicated 
that at least 35% of the respondents 
were not just managing risks but had 
resorted to ‘epportunistic hedging’, 1.e., 
speculation.’ 

Why were the RBI guidelines so in- 
effectual? What sanctions, if any, wall 
be imposed cn the banks and corpora- 
tions involved in these deals? It is pos- 
sible, even in theory, for a regulator or a 
court of law to tell whether a specific 
transaction was permitted or not? 

Another challenge flows from that: 
Do public authorities such as regula- 
tors and courts have sufficient skill 
and expertise to handle these matters? 
It is generally accepted by regulaters 
that banks will attract the most tal- 
ented individuals. At the moment, it 
seems that Indian courts are unlikely 
to challenge the validity of the deriva- 
tives deals.’ But it must be noted that 
she cases are likely to be decided on the 
yasis of fact and evidence, anc assess- 
ing such evidence is easier said than 
done. 

Finally, the US experience shows 
that law cannot rule cut the problem of 


shee 


© Ibid. 
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‘regulatory capture’. It has been argued 
by many commentators that the rules 
have been designed by bankers and 
banking interests, while the broader 
public has been largely ignorant of the 
entire matter. That may have hap- 
pened in India too: a suggestive fact is 
that the law firm, Juris Corp., which 
helped RBI draft the 2006 amendment 
to the Reserve Bank of India Act, is 
also a legal adviser to the Fixed In- 
come Money Market and Derivatives 


Association of India (Fimda) and the 


International Swaps and Derivatives 
Association (ISDA).° 

The integrity of the said law firm 
cannot be called into question without 
further evidence, but it does not seem 
unlikely that powerful international 
bodies such as the ISDA have strongly 
influenced Indian financial markets 
deregulation in the past. 


important decisions ahead 
Perhaps, the biggest difficulty is one 
that does not seem like a problem at 
all: namely, that many uses of deriva- 
tives are legitimate, indeed very valu- 
able. If used properly, they enable cost- 
efficient risk management, which in 
turn facilitates productive business 
and lowers financing costs. Paradoxi- 
cally, this makes it very difficult to de- 
cide where and how to draw the line, 
because regulators and legislators are 
understandably reluctant to impose 
overly restrictive rules. Unfortunately, 
the true risks are often learnt when it 
is too late. 

It will be interesting to see what 
decisions Indian legislative and regu- 
latory bodies will take in the coming 
months and years. There are signs to 
suggests that the deregulation wave 
will be reversed as the current crisis 
makes new headlines. RBI Governor D 
Subbarao wondered in a recent speech 
whether OTC derivatives and struc- 


“EX Deale Cast Pall Over Fledgling India Derivatives,” Reuters, April 11, 2008. 


“Derivatives: Madras © 


purt Fules in Favoar of Axis Bank,” Mint, October 15, 20085. 


’ “Banks Look to Bring RBI into Lawsuits,” Mint, Mareh 24, 2008. 
w «Financial Crisis Raises Questions en Credit Derivatives: India,” The Economic Times, October 12, 2008. 
“Credit Default Swaps Likely by Next Year.” Mint, November 19, 2008. 
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tured products were such a good idea 
after all. India’s Chief Economic Advi- , 
sor Arvind Virmani also proposed that A. 
it might be wiser only to permit ex- 
change-traded derivatives.” 

This may indeed be the prudent al- 
ternative. Although people can burn 
their fingers with exchange-traded op- 
tions and futures too, it is easier to 
know what is going on with them. OTC 
derivatives are much more problem- 
atic: they can be contractually very 
complex, unregulated in form and con- 
tent, and difficult to price given the ab- 
sence of genuine market prices. 

A reason for concern is, however, 
the news that the RBI is planning to © 
introduce Credit Default Swaps * 
(CDSs) in 2009." Such a plan is trou- 
bling, given that CDSs are at the heart 
of the global credit crisis. Yet, the RBI 
is able to permit them without any ad- 
ditional legislation, simply by issuing 
new guidelines under the RBI Act. 

It is said that the plan is to create 
exchange-traded CDSs, not an OTC 
market, to encourage transparency. 
That makes the plan more interesting. 
However, one must realize that trans- 
parency is not all it takes to make the 
markets safe. The problem of leverage 
is not confined to OTC derivatives, but 
is present in exchange-traded 
derivatives too, as in the infamous 
Barings case. 

Moreover, options and futures can, 
at least in theory, be valued quite eas- 
ily without sophisticated models and 
large amounts of data. CDSs are an 
entirely different kettle of fish: as re- 
cent events demonstrate, even the 
most skilled and sophisticated risk 
management institutions have shown 
themselves incapable of making the 
right judgments. 

It has been proposed by some that 
perhaps India was not ready for these 
complex financial instruments. That 
may be true; but one wonders whether 
any country was ready. In assessing 
the alternatives for the future, we 
should not get carried away by novelty. 
and neglect the hidden beauty of 
simplicity.« 
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SBH Smart Salary Account 


SAVINGS PLUS: 

e Combination of SB A/C and Term 
Deposits (TDR) e Flexibility of a Savings 
Deposit & Returns of a Term Deposit 

e Min Balance in SB only Rs.5000/- 

e Sweep - Auto Transfer to TDR beyond 
threshold limit e Reverse Sweep - Auto 
Transfer from TDR to SB A/C when 
needed e Flexibility to change threshold 
limit 


TAX SAVING DEPOSIT: 

e Exemption under 80(c) of IT act 

e Max amount Rs.1 Lac e Tenor : 5-10 yrs 
e Option to enjoy interest at defined 
periodicities. 


CAPITAL GAINS DEPOSIT: 
e Sale proceeds of immovable property 
e No need to pay CG tax 


Head Office : Gunfoundry, Hyderabad - 500 001 
Call : 1800-4254055 Website: http//www.sbhyd.com 





INTERNET BANKING: 

e Highest Security - Physical and Logical Security - 
128 Encryption e Virtual Key Board for Added 
Security e Site Certified By Most Recognised & 
Trusted Verisign e At Your Desk - Instant Banking 
24x7 @ Online Booking of Railway Tickets  Utililty 
Bill Payments e E-payment of Taxes-Instant 
cyber-receipts 


ONLINE TRADING: 

e 3-in-1 Account - SB/Demat/Trading e Buy and 
Sell at will e Mutiple Market Watch & Streaming 
Quotes e Competitive Charges 


ATM / DEBIT CARDS: 

e 8500+ATMs across the country e Effect 
Transfers to Accounts within State Bank Group 

e Mobile Topup e Purchases at Point of Sale 
Terminals e Convenience of Plastic without Hassle 
of Credit Card Bills e Pin Based Security 

e Promotional Cash Back Offers 





£ HOUSING LOANS: 

e Term Loan or Overdraft e Fixed / Floating 
Interest e Max - 60 NMI e Purchase of New 
/ Old or Construction / Renovation 

F Purchase of Plot e Funds For Furnishing 

| New House / Flat e Payable In 240 Months 


CAR LOANS 


fe New/ Old Cars e 36 Times NMI e Margin 


15% on Road Price e Payable In 84 Months 


PERSONAL LOANS: 
e General Purpose e Maximum 18 NMI 
e Payable In 72 Months 


AND MORE ay a y aa 

e SBI Life - Swadhan - Horizon II - Unit 
Plus II e Mutual Funds - SBI & UTI 

e Locker Facility e SBI Credit Card 





"Conditions apply. 





Q SBH Modern | Innovative | Dependable, 
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Repeating the Past? 





The recent sharp yen appreciation against US dollar, euro and other 
currencies, including those of emerging Asian economies, has 
considerably weakened Japan’s international price competitiveness. 


— Kumiharu Shigehara 
Chairman 
International Economic Policy Studies Association 





n his most recent speech, Donald 

Kohn, Fed Vice Chairman, said 

that the Fed has learned that the 
aftermath of a bubble can be far more 
painful than it imagined. He then care- 
fully examined alternative strategies 
for monetary policy to deal with asset 
price bubbles. However, he did not spe- 
cifically discuss a potential role of for- 
eign exchange rates in the aftermath of 
a bubble in supporting aggregate de- 
mand through their influence on ex- 
ports. 

In fact, a number of OECD countries, 
which suffered from domestic asset 
market declines in the late 1980s or 
early 1990s, experienced large currency 
depreciations as a result of a loss of 
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market confidence in their economies. 
The resulting strengthening of interna- 
tional price competitiveness led to a 
sharp upturn in exports and helped the 
recovery of overall output activity. 

In contrast, the Japamese yen fol- 
lowed an uptrend even after the burst of 
the bubble in the early 1990s. Between 
end-1990 and April 1995, the yen ap- 
preciated against a basket of currencies 
of its trade partner countries by 64%. 
As a result, Japanese export volumes 
either declined or grew at a pace far be- 
low the growth of its markets each year, 
leading to a sharp decline in Japan's 
share in the world export market. Thus, 
net exports made a negative contribu- 
tion to GDP growth. Nevertheless, Ja- 


pan somehow maintained a positive 
GDP growth, with fiscal and monetary 
support to domestic demand growth. 

The yen’s reversal started in the sec- 
ond half of 1995, and by April 1997, its 
effective rate declined by 24% relative 
to the peak of April 1995. A rebound of 
the yen took place in the second half of 
1997. It coincided with a sharp tighten- “ 
ing of fiscal policy and the outbreak of 
the crisis in emerging Asian economies, 
which was followed by the sudden col- 
lapse of several Japanese financial in- 
stitutions late that year. With weak- 
ened business and household confi- 
dence and their spending, Japan re- 
corded a 1.1% decline in real GDP in 
1998, the first negative growth since the 
1974 recession in the aftermath of the 
first oil crisis. 

In a lecture given at Harvard Uni- 
versity in 2001, Professor Allan 
Meltzer of Carnegie-Mellon Univer- 
sity commented on this episode: 
“Japan’s problems are mainly home- 
made. Mainly, but not entirely. The US 
Treasury had a role, too. It recom- 
mended publicly, and I am told pri- 
vately, that Japan should rely on fiscal 
stimulus and avoid sufficient mon- 
etary stimulus to depreciate the yen/ 
dollar exchange rate.” 

The recent sharp yen appreciation 
against the US dollar, euro and other 
currencies, including those of emerging 
Asian economies, has considerably 
weakened Japan’s international price 
competitiveness. With a 22% apprecia- 
tion of the yen’s real effective exchange 
rate from mid-2007 to October 2008, it 
is now more than 11% higher than the 
level of March 1973. Recent large de- 
clines in the dollar prices of oil and other 
commodity prices, coupled with a sharp 
yen rise, have started to exert strong 
downward pressure on Japan's average 
import prices in yen. Moreover, incom- 
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ing data indicate that the Japanese 
economy has already entered its first 

recession in seven years, and that the 
M slack in the economy will most likely 
widen next year. Unless further expan- 
sionary domestic policy actions are 
taken and/or significant yen exchange 
rate correction occurs, Japan will likely 
start to experience deflation much ear- 
lier than recently forecast by the OECD 
in its just published Economic Outlook. 

Indeed, what is striking in the 
OECD’s new forecasts is a contrast in 
terms of the contribution of net exports 
to GDP growth between Japan on the 
one hand and the US and euro on the 

_ other; while the OECD predicts a net 
À positive growth contribution from net 
= export volumes for the latter, Japan’s 
net export volumes are projected to 
make negative contributions amount- 
ing to 0.7% point of real GDP in 2009 
and a further 0.4% point in 2010. 

In other words, the projected in- 
crease in the OECD area’s net export 
volumes in the coming two years will 
benefit essentially the US and the euro 
area. Thus, Japan will stand-alone as a 
country not benefitting from non-OECD 
market growth. Declines in her net ex- 
ports will more than offset the positive 
GDP growth effect of domestic demand 
expansion, resulting in a 0.1% contrac- 
tion of output next year. 

The sharp appreciation of yen 
against the US dollar, euro, the British 
pound and other major currencies re- 
flects a considerable narrowing of inter- 
est rate differentials between the BOJ 
policy rate and those of the Fed, ECB, 
BOE and other central banks, with 
most of the latter reducing them far 
more aggressively and by larger cumu- 
lative amounts, given their higher ini- 
tial levels, while the BOJ limited its cut 
to 0.2% point. At the same time, the 
bank started a system of paying inter- 
est on excess bank reserves held at BOJ 
accounts, thus effectively providing a 
floor to interest rates in the overnight 
interbank money market. 

Actually, interest rates on term 
{money instruments have risen since the 
cut in the BOJ policy rate, with a widen- 
ing of interest differentials between 
overnight and term monies, thus negat- 
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ing the policy effects on longer-term in- 
terest rates more relevant to borrowing 
costs of private enterprises and house- 
holds. Moreover, availability of credit to 
the private non-bank sector is being re- 
duced with the more cautious lending 
attitude of banks whose capital bases 
have been weakened by declines in the 
market values of their equity holdings 
as well as the yen values of foreign cur- 
rency assets. Given this situation, more 
aggressive action by the Japanese mon- 
etary authorities is urgently needed. 

First, the BOJ should stop the pro- 
vision of dollar funding to banks in Ja- 
pan in need of dollar funds and encour- 
age them to borrow yen funds from the 
BOJ, letting them obtain dollar funds 
by selling yen in the foreign exchange 
market. 

Second, the Japanese authorities 
should take appropriate direct action in 


Bank of Japan should go quickly back to the 
earlier regime of zero-interest rate and to 


‘quantitative easing’. 


the foreign exchange market, following 
the statement of G7 finance ministers 
and central bank governors on October 
27, which specifically expressed concern 
about the adverse effects of recent yen 
movements. 

Karly last year, when euro was ris- 
ing sharply against both yen and the US 
dollar, I privately suggested to some key 
officials of the Japanese authorities 
that they should first publicly express 
concern about the excessive rise of euro 
against yen, and more generally should 
warn about the risk of large foreign ex- 
change losses for Japanese investors 
who were attracted simply by higher 
yields on foreign currency holdings. Now 
that an extremely sharp turnaround 
has taken place, the authorities must 
not hesitate to intervene in the foreign 
exchange market as appropriate, in 
particular to smooth out volatile move- 
ments, with a clear commitment to con- 
duct reverse operations to net out their 
balances over a reasonable but unspeci- 


fied time span as foreign exchange mar- 
ket conditions settle down. Yen depre- 
ciation from current levels, consistent 
with no changes in Japan’s net export 
volumes in the coming two years (rather 
than declines as projected by the 
OECD), will definitely be compatible 
with the shared goal of avoiding ‘beg- 
gar-thy-neighbor’ policy. 

Third, the BOJ should go quickly 
back to the earlier regime of zero-inter- 
est rate and to ‘quantitative easing’. 
Some simulations with econometric 
models suggest that the macroeco- 
nomic effect of moving to a regime of 
zero-interest rate and to the ‘quantita- 
tive easing’, measured essentially 
through the term structure channel, 
was very small. 

However, ‘quantitative easing’ may 
also influence foreign exchange and 
stock market conditions. A change in 





asset market prices will change the 
market values of banks’ equity holdings 
as well as the yen values of their foreign 
currency assets, thereby affecting bank 
capital adequacy, which can then influ- 
ence credit availability. Macroeconomic 
effects through these transmission 
mechanisms can be significant, though 
it is not easy to incorporate the working 
of these mechanisms in econometric 
models. 

As Kohn said, central banks need to 
improve their understanding of the 
workings of the financial system, its 
vulnerabilities, and its links to the real 
economy, but the BOJ does not have the 
luxury of waiting for the results of rigor- 
ous empirical work before taking ac- 
tion. Well-considered measures should 
be taken quickly as an insurance policy, 
given the growing important downside 
risks to the domestic financial systems 
and the real economy.s= 
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Commodities 


In Reverse Gear 





The unparalleled joy-ride of commodities has hit a road bump in recent 
months, thanks to the meteoric fall in commodity prices, inflicted by the 
global recessionary trend and the consequent decline in demand. 





hen BHP Billiton, the 
world’s largest mining coni- 
pany, abandoned its year- 
long hunt for Rio Tinto, a rival Angle- 
Australian mining giant, it looked sur- 
prising, at least at first peek. Had the 
deal gone through, it would have virtu- 
ally created a monopoly of BHP-Rio duo 
and Vale of Brazil. by providing them a 
control to a whopping three-fourth of the 
market for seaborne iron-ore. Marius 
Kloppers, the ambitious CEO of BHP, 
was very much hopeful of clinching the 
deal and he even dubbed the deal as “a 
deal for all seasons”. Even customers 
across the globe were apprehensive that 
this concentration would leave preda- 
tory pricing power in the hands of a few 
firms. However, on Nevember 25", last 
year, after months of counting the pros 
of the agreement and battling pains- 
taking antitrust investigations by the 
European Union, BHP suddenly de- 
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cided to pull out. Though, apparently it 
looked surprising, but a deeper intro- 
spection unveils the strong reasons be- 
hind the Melbourne-based BHP’s deci- 
sion to quit. In fact, within a spate of few 
months, things have completely 
changed and the commodities jugger- 
naut of the past seven years has moved 
into reverse gear, thanks mainly to the 
impending recessionary threat across 
the globe and the consequent erosion of 
demand for commodities. 

When BHP revealed its plan to ac- 
quire Rio, commodity prices were scal- 
ing new peaks and Standard & Poor's 
500 Index was mounting high. Even at 
one point of time, the remarkable rise in 
the index propelled the all-share bid 
value for Rio to cross $190 bn, which 
would have made the deal one of the big- 
gest mergers in history. But it was in- 
deed a rapid reversal of fortunes in the 
mining industry that by the time BHP 


decided to abandon its hostile bid for 
the world’s third largest mining com- 
pany, Rio, the value of its bid had 
shrunk to $66 bn. At the time of pulling 
out, Kloppers was confronting a more 
than 50% decline in copper prices and 
nearly 50% drop in oil prices, as the 
world’s developed economies, including 
US, were battling their first simulta- 
neous recession since World War II; jus- 
tifiable enough for BHP to opt out of the 
deal. 

This case of BHP well depicts the 
current commodities scenario across 
the globe. Barely a year ago, commodi- 
ties were raging high. But within a short 
period of a few months, commodities’ 
prices have plummeted from record 
highs. As per The Economist’s index, 
prices of metals have nosedived by al- 
most 55% since March last year, till No- 
vember. Mining firms’ share prices have 
been battered severely. Understandably, 
the mining tycoons are concerned about a 
‘super cycle’ in an industry which is his- 
torically characterized by booms and 
busts; but still no one conceded that 
China, with its economy booming, was in 
any danger of losing its appetite for their 
products. However, undeniably, a mod- 
est slowdown in Chinese economy, 
coupled with the already depressed 
economies, would definitely cause the 
metal prices to collapse further. 


From boom to bust 

Even a year ago, it was party-time for 
commodities. Part of the surge in com- 
modity prices then could be attributed 
to unsatiable demand emanating from 
the emerging nations and the falling 
dollar, which had made commodities 
priced in US dollar cheaper for holders 
of other currencies. However, within a 
short span of time, the toxicity of the US 


housing crisis metamorphosed into a, 


full-blown financial crisis, which soon 
started spreading in the real sector of 
US as well as in other countries across 
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the globe. The funds of developed cour- 
tries, in order to maintain their portfo- 
lics in their own countries, started sell- 
ing their equity holdings in the emerg- 
ing markets, inadvertently leading to 
the crash in the markets since January 
2008. However, since there was no im- 
meciate adverse impact seen on In- 
dian and Chinese economies, the 
prices of commodities kept on moving 
upwards. However, when the scar of fi- 
nancial crisis deepened further in the 
global market after July last year, the 
funds started selling their holdings in 
commodities also. Even some analysts 
believe that the earlier super-boom 
phase of commodities was partially 
driven by the demand created espe- 
cially in China, and also to a consider- 
able extent by the speculators. Now 
this theory is proving to be true as 
there is a discernible flight of capital 
from commodity markets due to the 
global financial crisis and the deepen- 
ing recession. 


Positive correlation 

Though usually equity and commodity 
are negatively correlated, they have 
been moving in the same direction this 
time. However, the dynamics of these 
two markets are different and obvi- 
ously there are different sets of factors 
impacting these two markets. Equity 
markets are down because instita- 
tional investors—especially hedge 
funds and foreign investors—have 
made losses which emanated from the 
global financial crises, and thus they are 
unwinding their positions in the equity 
market. Added to it, the depressed eco- 
nomic conditions aeross the globe have 
driven down the stock markets all over. 
On the other hand, the commodity mar- 
ket behavior is more aligred with the 
global demand-supply conditions which 
are subdued. Therefore, for different 
reasons, the two markets are down to- 
dav. 

This positive correlation between 
these two markets is also visible in 
India. It is an unbelievable phenom- 
enon that the value of Nifty and crude 
future are showing parallel move- 
ments. In the beginning of 2008, when 
the price of crude was increasing, in In- 
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dia, there were serious coneerns about 
inflation rising and the equity market 
declining. However, following the in- 
crease in redemption pressure, funds 
started unwinding their positions in 
commodities and the value of all as- 
sets started declining. This is an un- 
usual situation. Analysts opine that 
once the liquidity position improves in 
the world market, the markets will 
start behaving normally. 


A deep-rooted crisis 

This time the commodities’ fall has 
been deep and pervasive. However, the 
fall in commodity prices is not alto- 
gether bad news. In fact, consumers 
gain from lower prices, and the produc- 
tion costs of the manufacturers get re- 
duced. Importing countries also stand 
to derive benefits through reduced im- 
port bills. But it hurts the countries 
which are net exporters cf commodi- 
ties, because the losses far outweigh 
the gains as export earnings decline 
and producers suffer from reduced in- 
comes. For example, Malaysia, a net 
exporter of oil, has been hit badly by 
the dramatic fall in the price of oil. 
Even more serious has been the fall in 
the price of palm oil. Crude palm oil 
futures in Malaysia tumbled from an 
all-time high to the detriment of the 
Malaysian exporters. The price of rub- 
ber is also coming under strain. Malay- 
sia, Thailand and Indonesia, the ex- 
porters of rubber, have agreed to cut 
the production of rubber to stave off the 
declining price of rubber. 

Crude oil, one of the prime con- 
tributors to inflation in 2097 and early 
2008, has witnessed the most dra- 
matic decline—from a record high of 
nearly $150 a barrel to barely $44 in 
early December. This low price of oil 
has been the lowest in almost four 
years, despite the interest rate cuts 
undertaken by the US and other coun- 
tries. The benchmark Reuters/ 
Jefferies CRB Index of 19 commodities 
has plunged by 53% from a record in 
July on concern that a global recession 
will erode demand for raw materials. 
All metals have lost 20-40% in the last 
three-four months—some touching 
even two-and-a-half year lows. On the 


London Metals Exchange, the world 
largest market in options and future 
contracts on base and other metal: 
aluminum is down 32%, tin 39% 
nickel 40%, lead 22%, zine 27% an 
copper 40%. Data from the UN Foo 
and Agriculture Organization (FAC 
show that for many food commoditie 
export prices peaked around June la: 
year and have been declining sinc 
then, with the price fall intensifying i 
more recent months. In September, th 
FAO Food Price Index (FFPI) droppe 
by 6%, falling to a nine-month low « 
188 points. The steep fall in FFPI ha 
indicated the rapid fall in the interna 
tional prices of all major food and fee: 
commodities. The declining trend ii 
food prices was reflected in the fall i 
the indices for cereals, oils and fats 
meat and sugar. 

As Biren Vakil, Director, Paradign 
Commodities, an Ahmedabad-baser 
risk advisory firm, has pointed out 
“Metal prices are trading 15 to 25% be 
low their production costs.” The reper 
cussions of these commodities’ slum 
are being felt as far as Australia 
where past few months have witnessec 
many medium and small mines, anc 
mining companies took the decision o 
closures or production cuts. 

Elsewhere, governments are begin 
ning to react. To arrest the decline ir 
palm oil prices, Indonesia and Malay. 
sia, the world’s two largest producer: 
of palm oil, have announced export 
sops. Indonesia is mulling to give a fil. 
lip to palm oil exports by cutting export 
cess and Malaysia is raising the limit 
on the amount of unprocessed palm oi 
that may be exported in a bid to cut 
rising stockpiles and boost prices 
However, in India, the price fall in com- 
modities has not brought relief be- 
cause the declining rupee vis-a-vis the 
dollar has kept import costs high. 


Commodities’ future 

With global growth forecasts for 2009 
slipping toward 3% from a year-ago 
consensus near 5%, many analysts be- 
lieve that oil markets will remain 
loose. According to global financial ser- 
vices firm, Merrill Lynch, global melt- 
down and persistent recessionary 
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INTERVIEW 


“Commodity cycles are here to stay and the present slowdown in the world economy 


has contributed to the same.” 


After an unprecedented boom phase, the commodities juggernaut 
across the globe as well as in India has moved into reverse gear in 
recent times. How do you see this trend? 

Madan: It must be realized that movements in commodity 
prices are generally based on fundamentals, and unlike the 
stock market, where ideally all investors would want prices to 
move up, in case of commodities, this is not 
the case. The market is driven by the funda- 
mentals of demand and supply and these 
conditions keep changing for each and every 
product based on the underlying factors. 
Therefore, sustained price increases or de- 
creases cannot be expected to prevail and 
the cyclical factors will come into play. For 
example, agricultural product prices de- 
pend a lot on the supply conditions and at 
times exceptional demand like diversion of 
corn or soybean for producing ethanol can 
upset the applecart. Metal prices are by 
and large driven by global factors such as 
state of the world economy. The completion 
of the Beijing Olympics, for example, 
meant that there would be less infrastruc- 
ture work going on in China, which would impact the demand 
for metals. Oil also remains a fairly uncertain commodity in 
terms of price movement. Therefore, commodity cycles are 
here to stay and the present slowdown in the world economy 
has contributed to the same. A global recovery would once 
again push up demand for products, which will change the 
cyclical direction. 

Michael: Metals have been true to their cyclical nature. Prices 
rose sharply, fueled by exceptionally high economic growth in 
the past few years. However, metals have come under pressure 
on a slowdown in demand and supply additions. 


What, according to you, are the factors behind the bearish phase of 
commodities market? 


Madan: Markets are down due to global recessionary condi- 
tions. US and Europe are expected to slow down, while the 
Chinese economy will not be investing as much as they did in 
the last couple of years. Both these factors will drive prices 
downwards. In India, for example, metal prices and crude 
prices are contingent on international developments as the 
price correlation is very high. In the case of agriculture, as 
expectations of harvests are good, there is less volatility in 
prices. And mind you, futures trading picks up when there is 
price volatility; and then such trades help to smoothen the 
same. Therefore, when conditions are stable on the side of 
supplies, the incentive to hedge would be lower. This also 
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means that the investor will find the market less attractive. 
This is the paradox in the market—market participation 
rises with volatility and futures trading in turn evens out 
volatility, which in turn causes the downward movement in 
the cycle. 


Michael: The cyclical correction has been driven by a sharp 
economic deceleration, emanating from the 
US, which has through most of the cycle been 
the engine of global growth. As the slowdown 
has been spreading quickly, metal-intensive 
industries globally are now faced with a severe 
deterioration of business conditions. The scale 
of the current problems is reflected in com- 
ments, for instance, from General Motors. The 
company said during its 3Q08 conference call 
that “the turmoil in the global credit markets 
resulted in the worst financial crisis in more 
than 70 years. The upheaval has had a dra- 
matic impact on the auto business in particu- 
lar, especially in the US. Tight credit, rising 
unemployment, declining income, falling 
stock markets, and continuing deterioration 
in the housing market in the US, resulted in 
an abrupt halt in consumer spending, with most consumers 
exiting the vehicle market. Many of those still intending to pur- 
chase vehicles were denied financing, or found the cost of financ- 
ing prohibitive.” 

The latest copper demand figures highlight the sharp decel- 
eration in offtake: consumption in Europe, Japan, Asia ex-Ja- 
pan and the US declined by 4.6% y/y, 0.1% yly, 0.4% y/y and 7.2% 
y/y year-to-date respectively. A look at the performance of indi- 
vidual copper consuming sectors within these countries high- 
lights how embedded the current demand weakness is. In the 
US, for instance, housing starts have dropped by 31% y/y ytd to 
9,656k, which we believe reduced the potential copper con- 
sumption by at least 3% in 2009. 

After much has been speculated about the ability of emerg- 
ing markets to decouple from the slowdown in developed coun- 
tries, latest statistics show that nations like China (which has 
through most of the cycle often single-handedly driven metals 
demand) have not been able to sustain high rates of economic 
expansion, reflected in a drop of the country’s industrial produc- 
tion growth rate to 5.4% y/y in November, from 17.3% y/y in 
November 2007. The breakdown of the headline industrial pro- 
duction figure makes the deceleration of metals-intensive in- 
dustries even more apparent, with production of motor vehicles 
or the manufacturing of electric machinery, for instance, falling 
by 17.5% and 10.2% y/y ytd respectively in November, com- 
pared to average growth rates of 21.6% y/y and 17.2% y/y in 
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2007. As demand is decelerating, a raft of projects, which were 
developed during the past few years had been going live, thereby 
exacerbating the oversupply emanating from the global down- 
turn. 

The speed of the recent price declines and the substantial 
rise in volatility have been noticeable features of the sell-off. 
Even though the correction and the extent of price swings can to 
scme extent be explained by the rapid deterioration in macro- 
economic fundamentals, we believe that investors have also had 
a substantial influence on the market of late: 

» Prices: Metals declined sharply in part because investors 
have liquidated commodities’ positions. 

* Volatility: The severity of the price swings was exacerbated 
by a lack of liquidity, especially on the metals options 
market. 


How do you link the trend in the commodity mar- 
kats with its equity counterpart? 


Madan: There are different sets of factors 
affecting these two markets. Equity markets 
are down because investors—especially in- 
stitutional ones like hedge funds and foreign 
investors have made losses which emanated 
from the global financial crises last year and 
are unwinding in the equity market. Further, 
depressed economic conditions have driven 
down the stock markets all across the world. 
The commodity market response is more 
aligned with the global demand-supply con- 
ditions, which are subdued. Therefore, for dif- 
ferent reasons, the two markets are down to- 
day. It has also been seen that commodity 
markets are not linked with the equity markets which has also 
made them attractive for portfolio diversification. 

Michael: The deterioration of the metals fundamentals and a 
liquidation in positions from investors was also a key reason for 
a sharp decline in equity prices. 


How do you see the scope for M&A in commodity space in this bearish 
phase? 


Madan: M&A makes sense when the market is mature, as we 
have seen in the US market where CME and CBOT have 
merged. But, in India, the markets are new and the potential is 
yet to be reached. The market has to deepen first and we need to 
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have larger participation. Today, the level of participation is 
mainly from the broker community for non-agri products, while 
in agri, there are processors and other product traders who are 
participating. Clearly, the area to be covered is vast, and the 
markets have only scratched the surface as of now. Therefore, it 
is not surprising that there are proposals for setting up new 
exchanges in India. M&A is still a long way off and we need to 
reach the potential first before thinking of anything else in the 
area of consolidation. 


How do you see the future of commodities market in the medium and 
long run? 

Madan: Commodity markets have the potential to trans- 
form the way in which farmers and corporates conduct their 
business. The hedgers are presently not very visible in large 
numbers in the market, and clearly they 
need to come in. Hedgers are presently re- , 
stricted to some corporates and traders. 
The journey is long, but the exchanges are 
taking efforts to reach out to farmers along 
with the regulator, the FMC. Similarly, the 
corporates need to hedge their raw material 
risk as well as that on their sales, and there 
are useful products being offered by ex- 
changes such as NCDEX. Our own efforts 
are on to reach out to them, which is what 
we are doing through awareness programs 
on a large scale. 

The future hence is bright for this mar- 

ket, but the route is arduous. We today have 
a ban on trading in eight major agri-prod- 
ucts. The removal of the ban will actually help the market 
reach out to the farmers—this ban covers pulses and cereals 
like rice and wheat, besides soy oil and potatoes and rubber. 
It must be mentioned here that globally commodity markets 
are larger than equity markets—therefore, one can conjec- 
ture the direction of movement of the commodity market in 
India. 
Michael: We believe that mine closures and the current low 
incentive to invest in capacities should provide a good plat- 
form for metal prices to jump higher in the medium-term once 
demand starts to pick up. However, fundamentals for 2009 
are poor and metals will likely underperform. 





the positive relationship between eq- 


trends across the globe could take the 
crude oil price to as low as $25 per bar- 
rel. However, Merrill Lynch has 
warned that oil prices may plummet 
to $25 per barrel if the slowdown that 
has hit the developed nations, such as 
US, Europe and Japan, extends 
to China too. 

However, the fundamentals of com- 
modities are ‘unimpaired’ and prices 
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will rebound when a lack of new supply 
leads to shortages, comments Jim 
Rogers, the famous American investor 
and financial commentator. “Com- 
modities will be the place to be if and 
when we come out of the downturn,” 
Rogers opined. 

And so long as the uncertainty 
about economic growth in emerging na- 
tions such as India and China prevails, 


uity and the commodity markets will 
remain. However, with improvement 
in the liquidity position in the world 
market, it is most likely that com- 
modities’ ride will start again.s 


~ Y Bala Bharathi and Sanjoy De 
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Taking a cue from the global developments, Foreign Institutional Investors 
(Fils) have dramatically retreated from the Indian Capital markets, forcing 
the market regulator to come up with a slew of measures to contain this 
exodus as well as to ensure sustained FII inflows. 





ll seemed hunky-dory for the In 

dian stock markets until a year 

go, as the country’s bench- 

mark index was sailing high, defying 

gravity, while other major indices fell 

apart. When Sensex reached a historic 

high of 21,206 points on January 10, 

2008, many analysts even predicted 

that the market would soon touch the 
40,000 mark. 

Even as the US subprime crisis un- 
folded through the second half of 2007, 
it looked as though India remained re- 
silient to the crisis—Sensex rose by 
nearly 39% during that period— and 
the decoupling theory advocated by the 
then Union Finance Minister P 
Chidambaram was proving to be right. 
But eventually, the US-originated 
subprime crisis turned into a contagion 
and began spreading to other countries. 


| Chartered Financial Analyst | 


The Wall Street mayhem unnerved the 
European and the major Asian stock 
markets, including India. 

The sustained fall of stock prices in 
India from January 10, 2008 to Decem- 
ber 1, 2008 coupled with the Sensex 
crashing by 59% from the peak of 
21,206.77 to 8,839.37 made the mar- 
kets shaky. Stock market pundits at- 
tribute this fall not just to the global 
developments but also to the merce- 
nary approach of the FIIs—the back- 
bone of Indian stock markets—to- 
wards the host markets. They have 
been excessively offloading funds from 
the Indian markets. The erosion in the 
value of the Sensex is challenging the 
strength of the Indian markets and is 
nevertheless demanding unusual mea- 
sures from the regulator as well as the 
government. 


Trendsetters 

Since the Indian markets were liberal- 
ized in 1992, FIIs have changed the face 
of the Indian stock markets. With their 
massive financial muscle, they have 
been kind of trendsetters in the 
Indian stock markets and replaced con- 
ventional market of the Indian bourse 
with global market standards. They 
have brought loads of foreign funds into 
the country, significantly increasing the 
net capital flows to India. Sebi data 
suggests that FII investments rose from 
a meagre Rs 13 cr in 1993 to Rs 66,179 
cr in 2007-08. Cumulative FII invest- 
ments, as of November 30, 2008, 
amount to Rs 2,28,985 cr. FIIs indeed 
have contributed largely to India’s 
growth story and their presence mat- 
ters a lot to the Indian stock markets. 

Positives on one side, the FII invest- 
ments are being blamed for the current 
turmoil in the Indian markets in the 
wake of the subprime fallout. Some 
analysts point out that FIIs’ actions of- 
ten make the markets volatile because 
they are mostly on the lookout for prof- 
its and frequently move investments 
from one country to another. There is 
also a perception among many econo- 
mists that FIIs play a dominant role in 
transmitting global sentiments to In- 
dia. Despite many downsides of FII par- 
ticipation, Sebi has encouraged the FII 
investments tremendously but cau- 
tiously. FIIs borrowed funds in low in- 
terest regime countries and invested 
those funds in India. Thus, India be- 
came a favorite destination for the le- 
veraged and non-leveraged FIIs. 

Many a time, FIIs’ actions have 
proved to be triggers to the Indian inves- 
tors. Since they invest mainly in the top 
scrips of Sensex and Nifty, their buy/ 
sell actions often influence the move- 
ment of the indices. Many studies have 
proved that there is a direct relation- 
ship between foreign investment and 
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mcvement of market indices. Data from 
Sebi shows that the biggest falls in 
Sensex are preceded by heavy offloading 
by Flis. Similarly, heavy buying by FIs 
is followed by a rise in the indices. FIIs 
also take advantage cf the highest fall 
to invest in the country. They are re- 
sponsible for both the rise and fall of the 
markets, 


Unprecedented retreat 

G:ven the unprecedented fall of markets 
being attributed to excessive selling by 
the FIs since January 2008, it is impera- 
tive to analyze the cause and effect of 
such an action by FHs. Sebi data con- 
firms that FIIs pulled out 
Rs 53,476.90 er ($12.95 bn) from the In- 
dian markets from January 10, 2008 till 
the end of November 2008. The market 
value of their portfoke declined by 68% 
from $255 bn in September 2007 to $82 
bn in November 2008. The stake held by 
Fils in the tep-5C0 listed companies in 
Incia has slumped te a four-year low of 
17% in the quarter-ended September 
2008. Block deal transactions (a deal of 
minimum 500,000 skares or a minimum 
value of Rs 5 cr executed through a single 
transaction on the stock exchanges) by 
FIs also registered a significant fall dur- 
ing this period. 

In fact, FIle were having a gala time 
in India until October 2007. They 
brought billions of dollars into India 
through the Participatory Notes (FNs 
or P-Notes) or Offshore Derivative In- 
struments (ODIs) route (issued by FIIs 
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to foreign individuals who do not want 
to participate in the Indian securities 
market directly). Many FIIs resorted to 
offshore lending of Indian stocks to their 
foreign entities, which led to the cre- 
ation of short-sale positions on the In- 
dian stocks addingmore pressure to the 
already heated up markets. However, in 
order to prevent excessive portfolio in- 
flows through a large number of unreg- 
istered entities, Sebi imposed curbs on 
P-Notes in October 2007 and ordered 
Fils to wind up their current positions 
over 18 months. Itnotified that P-Notes 
could also not exceed 40% limit of an 
FIIs assets under management. Fur- 
ther, Sebi also put a brake to the off- 
shore lending by the Fls. According to 
CB Bhave, Sebi was keen on preventing 
arbitrage between their transactions in 
overseas and in the Indian market. 
These moves in a way prompted the FIIs 
to deliberate their investment in the In- 
dian markets since October 2007. 

Added to the internal regulatory 
reasons, the global financial crisis has 
forced several FIIs to withdraw from 
India and invest in other emerging mar- 
kets like Uruguay, Russia, the Ukraine, 
and several other former Soviet coun- 
tries. India is no longer viewed as a good 
short-term bet by the FIIs, but is seen 
as a good investment for the medium- to 
long-term. Moreover, liquidity prob- 
lems and margin pressures in their 
home countries also obligated them to 
channel some of the dollars into their 
economies. Many leveraged FIs and 
hedge funds faced pressures to repay 
their lenders as well as to provide 
regular returns to their investors. 
CB Bhave, Chairman, Sebi, also con- 
firmed that many leveraged FIIs includ- 
ing hedge funds have resorted to heavy 
selling in the Indian markets. 

This unusual flight of FH invest- 
ments from India has indeed made the 
markets volatile and also lowered the 
valuation of many scrips. The situation 
is unnerving the market players as this 
is causing a ripple effect in the forex 
markets as well. The FH outflow, which 
has created a heavy demand for dollars, 
has in turn caused the rupee to depreci- 
ate against the dollar by 27% since 
January 2008, affecting major Indian 





industries which depend on imports. F 
retreat is in fact affecting the econom 
in general. 


Safe play 

In the wake of the global development 
and falling stock prices, FIIs’ intere: 
seems to have tilted towards the det 
market. They are playing safe in th 
Indian markets by participating in th 
debt markets. Though they have sol 
$644 bn worth of equities, they hav 
bought debt paper worth $1.04 bn i 
November 2008 alone. According t 
Sebi regulations, currently, FIIs can ir 
vest up to $8 bn in debt, $5 bn in govern 
ment bonds and $6 bn in corporat 
bonds. 

Typically, bond investments are dil 
ferent from equities because the price 
of debt securities depend on the yields 
When yields fall, bond prices tend t 
rise and investors can book profits b 
selling bonds at higher prices. Accord 
ing to data from NSE, the yields on thi 
benchmark 10-year government bond: 
have rallied by more than 200 basi: 
points (bps) from 8.4% in end-Septem 
ber to a four-year low of 6.46%. In th 
aftermath of Wall Street mayhem, glo 
bal conditions, including those in Indi: 
have titled towards softer interes 
rates. According to Jayesh Mehta, Man 
aging Director and Head of fixed income 
trading at DSP Merrill Lynch, a large 
portion of the FII money is invested ir 
corporate bonds and government bonds 
FIIs make their investments in govern: 
ment bonds based on sovereign debi 
ratings. Currently, both Standard anc 
Poor’s (S&P) and Moody’s have as 
signed of ‘BBB-’ rating for India’s long 
term debt, which indicates investment 
grade quality with a ‘stable’ outlook. Al 
these factors have encouraged FIIs tc 
tap the Indian debt markets. 

Though China’s long-term debt en- 
joys a better sovereign rating thar 
India’s, FIIs prefer Indian long-term 
debt to that of China’s because the 
yields in China are around 8%. Simi- 
larly, government bond yields in other 
emerging markets like Vietnam and 
Indonesia are also on the higher side. So 
India is still that way enjoying an ad- 
vantage over its peers. Thus, the debt 
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A INTERVIEW 


“Unless the situation in the global markets improves and volatility reduces, India 
may not see substantial capital flows coming in.” 


How do you see the role of Foreign Institutional Investors (Fils) in the 
Steady decline in the stock markets across the globe including India? 


Deven Choksey: Historically, we have seen that most of the 
emerging markets, including our markets, have a high posi- 
tive correlation with FII flows. Since April 03 (which was even- 
tually the bottom of the bear market) we 
_ have witnessed investment of Rs 1,80,000 
A.cr ($36 bn at the current exchange rate) 
which took the Sensex from 3,000 levels to 
21,000 levels. However, the flows have re- 
versed now, which have resulted in steep 
declines in the emerging markets, including 
India. 


Vyapak Desai: FIIs play a significant role 
in the financial markets across the globe, 
including India, but are not the only partici- 
pants. They are one amongst many partici- 
pants who influence the movements in the 
stock markets. The present decline in the 
stock market should also be attributed to 
the general economic meltdown and credit 
crises due to various other reasons influencing the senti- 
ments of the participants. In fact, the actual figures on a day- 
to-day basis of trading activity of FIIs in India do not show a 
consistent negative trend. FIIs’ capital is always considered 
as ‘hot capital’ deployed and rotated amongst the emerging 
markets. The regulators should also consider that it was FIIs 
who gave the required support to the stock markets in India 
and played a role in the growth of Indian markets. 


A 


Do you think there is some fundamental weakness within the Indian 
stock market which has been prompting Indian investors to depend 
more on the signals from Fils? 

Deven Choksey: The fundamental weakness in the Indian 
financial market has been the ownership structure of the 
corporates. Most of the free float of blue-chip companies is 
owned by promoters, followed by FIIs, and then the domestic 
institutions and retail investors. Retail investors generally 
follow the investing pattern of FIIs and thus sell-off by FIIs 
lead to selling by retail investors. 

Vyapak Desai: Due to certain restrictions imposed by the 
regulators on the domestic institutional investors, such as 
4 Provident Funds (PFs), Banks, Life Insurance Corporation 
(LIC) and Unit Trust of India (UTI), to having significant in- 
terest in the stock market, traditionally the major partici- 





Deven Choksey 
Managing Director 
KR Choksey Securities Ltd., Mumbai 


pants influencing stock markets were FIIs and the retail in- 
vestors, but now that the regulators have initiated certain 
relaxations to allow more participation from the domestic 
institutional investors, the influence of the FIIs would reduce 
Also, there were no mechanisms such as short selling or the 
like allowed by the regulators for a level play- 
ing field for both bulls and bears for balanc- 
ing the market movements, resulting in long 
phases of either bull or bear runs. 


How far is India prepared to absorb the effect of 
declining Flis? Do you think the investments by the 
Indian institutional investors as well as retail inves- 
tors will compensate the erosion created by FII out- 
flows? 

Deven Choksey: Potentially, domestic in- 
stitutional investors have comfortable cash 
position to absorb the unwinding by FIIs. 
However, most of the fund managers are pre- 
ferring to sit on the cash as they are not con- 
fident of which way the market will move and 
also as they have to be reasonably prepared 
for redemptions. As FIIs continue to unwind their positions in 
Indian stocks, Domestic Institutional Investors (DIIs), par- 
ticularly LIC, have been making some good pickings. The rea- 
son being DIIs are sitting on comfortable cash position. Addi- 
tionally, insurance companies have lesser fear of redemptions 
as compared to mutual funds. Barring LIC, the rest of the life 
insurance companies have gone slow on purchases as they are 
smaller, less confident about how much the markets may 
move. 

Vyapak Desai: The fundamentals of the Indian economy are 
strong and the participants are resilient. With the global 
credit crises easing off and coupled with positivity in the 
sentiments, the investments by FIIs and domestic institu- 
tional investors would definitely increase, giving support to 
the markets in India. Also, with constant changes made by 
Sebi primarily aimed at giving momentum to the current 
economic conditions and lackluster performance of the mar- 
kets and also easing of the norms by regulators for invest- 
ments by other domestic institutional investors such as LIC, 
UTI, and Indian MFs, the situation will change for the bet- 
ter. Even in recent times, the data on the trading activities of 
the domestic institutional buyers show that they are net 
buyers. Such domestic institutional investors would be able 
to do a balancing act in highly volatile market situations. 
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Would the recent decision by the Sebi to allow Fils to hold stakes above the 
FDI sectoral ceilings in both equity and debt markets and relaxing the 70:30 
Fil investment in equity and debt markets check the Fil outflows and lead to 
sustained portfolio investments in the coming years? 

Deven Choksey: Unless the situation in the global markets 
improves and volatility reduces, India may not see substantial 
capital flows coming in. On top of that unless the currency mar- 
ket stabilizes and depreciation of the rupee is 
arrested, no foreign investor will be interested 
in investing in India, as the capital gains on 
investment may be wiped out by further ru- 
pee depreciation. 

Vyapak Desai: The decision to allow FIIs to 
hold stake above FDI sectoral ceilings is in 
support of the fact that even the current 
regulations treat investments by Flls and 
FDI as separate and distinct. With a view to 
bring about more rationalization to the 
same and with a view to make the two 
routes as separate and distinct as possible, 
such a decision is made by Sebi. The decision 
to do away with the 70:30 ratio of invest- 
ment in equity and debt respectively is a 
welcome move giving more flexibility to the 
FIIs to invest in either equity or debt. Also, 
increasing the limits of investment by FIs in debt markets was 
to support the infusion of cash in the debt market. 


What would be the effect of many leveraged Fils like the hedge funds 
exiting the Indian markets? 

Deven Choksey: Until mid-November 2008, FIIs had taken 
out almost $13 bn. For every Rs 5.5 cr withdrawn by FIIs from 
the market, Sensex falls by one point. Going by the same thumb 
rule, for $13 bn (Rs 63,700 cr) the sensex should have fallen by 
nearly 11,500 points from the January levels of 21,000. Thus, if 
one could estimate the quantum of likely sell-off by these lever- 
aged hedge funds, we could estimate the fall in the sensex levels. 
Globally, hedge funds kave lost about $200 bn in the third quar- 
ter of 2008 and about $100 bn in October itself. Though rela- 
tively India is insulated from hedge fund positions due to its 
strict regulations, there will be a marginal impact of hedge fund 
withdrawals. However, many of the long-only FIIs have already 
exited, and going forward we believe the FII redemption pres- 
sures is likely to slowdown. 
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Of late, a few market participants are mooting the intervention of the government 
in the capital markets through once forsaken ‘market stabilization fund’ or 
‘sovereign wealth fund’. What is your view? å 
Deven Choksey: In times of crises, the government and the 
regulators should take proactive steps. Though these are good 
measures, we believe, steps like temporary ban on short selling 
and delivery settled F&O markets would have arrested the 
steep fall in equities. 

Vyapak Desai: The markets should be self- 
regulated and controlled by the market par- 
ticipants rather than by intervention by the 
regulators. The role of the regulators is to 
provide a good eco system and conducive en- 
vironment for real market participants of 
the financial markets and let the markets 
achieve a right balance and stability on its 
own. The proposal for a sovereign wealth 
fund is a good move and is in line with many 
other developed markets but the objective of 
such funds should be to fulfill the commer- 
cial reasons and growth of sovereign monies 
rather than use it for market stabilization. 


What is your view on the increasing demand for banning 
of short-selling by the Fils? 

Deven Choksey: While we cannot stop any one from selling 
his holding, we can always stop traders from shorting in the 
F&O markets. We strongly believe that insurance companies 
and MF investors will feel much more comfortable to invest 
at current juncture if they are given protection from the bear 
hammering in F&O markets. Even those skeptics who propa- 
gate free markets all the time know that others in the world 
have also protected their wealth with curb measures when 
they banned short selling. We believe that it will serve the 
purpose if we restrict further position building in F&O mar- 
kets for now. Even in the cash market, the trading should be 
restricted to 100% delivery-based only. Probably, all the 
stocks should be moved to T-T settlement. No further posi- 
tion building should be permitted in the F&O space. Only 
existing positions should be allowed to be reduced. 

Vyapak Desai: Short selling should not be completely banned but 
should be well-regulated. Short selling in the long run with required 
checks and balances can help in the growth of financial markets 
and bring the much-needed balance and stability to a market. 


market has indeed provided some so- 
lace to the Indian markets from the ex- 
cessive offloading of funds by FIIs. 


Modus operandi 

Though debt market has arrested some 
of the FII outflows, many analysts view 
this as a temporary phenomenon. They 
still feel that a host of measures are 
necessary to arrest the fall in stoek 
prices and to restore confidence among 
the investors. Given the importance at- 
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tached to FII investment in India, Sebi 
has many a time intervened in the mar- 
kets to woo FIIs and ensure sustained 
FII inflows into the country. Of late, 
Sebi is considering sweeping changes in 
the norms governing the participation 
of FIIs in the securities market. 

With an intention to bring in more 
funds to lift the sagging capital mar- 
kets, Sebi lifted the restrictions on issu- 
ing P-Notes by FIIs on October 27, 2008. 
Now, FIIs can issue P-Notes against se- 


curities, including derivatives, as un- 
derlying assets. Sebi also has done 
away with the P-Note limit of 40% of an 
FII’s total assets under custody. In an- 
other move, Sebi increased the stakes 
for public financial institutions, stock 
exchanges, depositories, clearing corpo- 
rations, banks and insurance compa- 
nies in recognized bourses from the ex- 
isting 5% to 15%. 

In order to provide investment free- 
dom to the FIIs in the Indian markets, 
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Sebi has decided to de away with the 
70:30 ratio of FIT investment in equity 
and cebt respectively from October 16, 
2005. This move is expected to accord 
more flexibility to the FHs in taking in- 
vestment decisions depending cn the 
market situation. According to market 
sources, Fils were required to sell debt 
whenever they sell equity in order te 
maintain the 70:30 ratio. Earlier, many 
FIs expressed inconvenience regarding 
this restriction. However, now they will 
have more flexibility to allocate invest- 
ments across equity and debt. 

Sebi has also decided to remove the 
distinction between Foreign Direct In- 
vestment (FDI) and foreign institu- 
tional investment. Alse to prevent FDI 
flows from getting affected due to the 
global economic slowdcwn, the Cabinet 
Cemmittee on Economic Affairs 
(CCEA) is all set to consider a review of 
FDI norms which includes a proposal to 
allow FIIs to hold stakes over and 
above the sectoral FDI ceiling for In- 
dian companies. This implies that FIs 
are free to invest even up to 100% in vari- 
ous segments like aviation, stock ex- 
changes, retail, asset reconstruction 
companies, commodity exchanges, de- 
fense and information and broadcasting, 
which were subject to sectoral FDI ceil- 
ings. However, this decision may lead to 
negative impacts of money laundering 
and terrorist financing, which are pos- 
sible with excess foreign capital. 

In another move, Sebi has decided 
to do away with the registration of FHs 
with the regulator before starting to 
trade in India. In tune with the norms 
of other countries like South Korea and 
Taiwan, the regulator has decided to 
al.ow seleet institutional investors 
like pension funds, endowment funds, 
university funds, insurance companies, 
banks and mutual funds to invest in 
the Indian markets through the autc- 
matic route. However, in order to trade 
directly in the Indian markets, FIIs are 
required to comply with the KY€ 
(Know Your Customer: requirements 
through a custodian, through whem 
they can carry out their transactions. 
Custodians are required to maintain 
the records pertaining to the FIIs. Sebi 
is also planning to remove certain re- 


RO : fanisns ONG } 





strictions allowing Non-Resident Indi- 
ans (NRIs) and Overseas Corporate 
Bodies (OCBs) to freely invest in the 
Indian markets. These moves are ex- 
pected to attract more foreign capital 
into the country. 

The Government of India’s (Gol) ef- 
forts to moderate the economy in the form 
of ‘stimulus packages’ is expected to trig- 
ger positive sentiments for FIIs as well. 
Analysts also expect that the declining 
inflation and strengthening rupee would 
abate the FII redemption pressure. 


Outlook 


The response of Sebi and Gol, through 
relaxation of rules with regard to Flis, 
underscores the importance of FII capi- 
tal to India. With a new year ahead, In- 
dia Inc. is concerned about the perfor- 
mance of its stock markets and whether 
a series of measures taken by the Sebi 
to woo the FIIs would pay off or not. 

However, there are certain issues 
which need attention apart from singly 
concentrating on the FIH inflows. Ana- 
lysts feel that Indian markets should 
become fundamentally strong to ab- 
sorb any kind of upheavals in the mar- 
kets. They view that the growing im- 
pact of the FIIs on the Indian stock 
market can be abated by encouraging 
the Indian public, particularly Domes- 
tic Institutional Investors (DIIs), and 
Retail Individual Investors ‘ RIs) to in- 
vest more in the markets. [n fact, the 
DIH turnover in the Indian bourses has 
been steadily increasing from January 
2008 through November 2008. According 
to CB Bhave, this is.a good sign for Indian 
markets as an increased share of DIIs 
would make Indian market more resil- 
ient to external shocks. Ghanshyam 
Dass, MD of Nasdag India, feels that set- 
ting up a sovereign fund to invest in India’s 
stock market, putting in place a Market 
Stabilization Fund (MSF), developing a 
flexible foreign exchange system and set- 
ting up a term lending institution would 
help in strengthening the Indian capital 
markets. 

The Associated Chambers of Com- 
merce and Industry of India 
(Assocham) has also supported the 
idea of setting up an MSF which aids in 
pumping money into the capital mar- 
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ket during liquidity cris 
Assocham suggested that ins 
like Life Insurance Corpora 
other bigger financial institut 
cluding the RBI, should contri 
portionately to the corpus of th 
also suggested that the fund s 
managed by an asset man: 
company consisting of senior | 
aries and experts from concern 
including private sector. At 
crisis, corporates can also ac 
MSF to increase their stake 
corporations to ensure smo 
suitable flow of equity into 
market. The same MSF was n 
2004 in the wake of Black 
Crash on May 17, 2004, w 
Sensex crashed by 842 point 
ever, it was given up then. The 
ready a Market Stabilization 
launched in 2004, currently c 
Rs 2,50,000 cr kept in an esc 
count, to moderate the impa 
flows or outlaws of dollars ; 
country. It has to be seen whet 
and Finance Ministry would er 
setting up such a fund. 

With the country heading 
the general elections in 2009, 
perative for the regulator to 
that there are sustained FH in 
the country coupled with active 
pation of DIIs and Rls, lest 
witness another “Black Monda: 
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,. Investing in 2009 


Thinking Beyond Bricks 


and Walls 





“Don’t panic, think long-term, pick up those cheap bargains, hold on to the 
large caps, and wait patiently for the markets to sort the mess out”—could 


be the perfect tip to investors for 2009. 





n the 12-months ending August 

2008, Mumbai witnessed a 30% 

rise in the sales of anti-depres- 
sants, compared to the 8% rise at all- 
India level (Business India, November 
30, 2008). Mumbai, Kolkata and New 
Delhi occupied the first three ranks dur- 
ing the said period in terms of rise in 
consumption of antidepressant medi- 
cines. That, of course, is understand- 
able. After all, it was during this period 
the Indian markets crashed, wiping out 
approximately $270 bn worth of inves- 
tors’ money. While the Indian stock 
markets recorded a loss of 64% between 
January and October 2008, it was no 
better elsewhere, as the loss recorded by 
the Chinese, US and Japanese stock 
markets during the corresponding period 
stood at 59%, 34% and 34% respectively. 
According to global index provider Stan- 
dard & Poor’s, the total loss registered by 
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52 global equity markets till October 
2008 was $16.22 tn. 

Obviously, nothing could be more 
challenging for an investor than to 
make investment decisions in a market 
that has been blighted by a financial 
crisis of global proportions. Certainly, 
all those details about liquidity con- 
straints, slowing growth, declining ex- 
ports, falling corporate profits, increas- 
ing job cuts, lower tax collection, and 
volatile indexes are not for the weak of 
heart and faint of spirit. However, the 
tough often get going in a market where 
the going has got a wee bit tougher. To 
these breed of investors, where there is 
a crisis, there is wealth. For they know 
that financial crises are a part and par- 
cel of business cycles and are the culmi- 
nation of a period of expansion, leading 
to a downturn. They know that indica- 
tors like easier/tighter money and ris- 


ing/declining non-domestic reserves, 
commodity prices and share prices in 
the cycle are mere signs of a boom or a 
crunch. In this cycle, what goes up must 
come down, just as what comes down 
must also go up. 


Going against the crowd 

However, investing in a market that 
has been laid low by credit crunch re- 
quires more than mere guts. It requires 
uncommon common sense and a pen- 
chant for making the most of the avail- 
able situation. Above all, it requires the 
willingness to go against the wisdom of 
the crowd. Behavioral finance theorists 
are of the opinion that primitive emo- 
tions and hormonal impulses are the 
invisible determinants that influence 
the market participants behavior and 
thus drive the bourse up or down. More 
often than not, the investors exhibit 
reckless optimism when the markets 
soar and equally irrational fear and 
panic when the markets tank. In short, 
investors are driven by herd mentality 
when it comes to investing. 

A contrarian investor seeks to go 
against this herd mentality. 
Contrarian investing is an investing 
strategy based on the premise that a 
market, sector, or stock is not going to 
move in the direction expected by a ma- 
jority of the market participants and 
observers. In other words, contrarian in- 
vesting involves investment decisions 
that do not go by the conventional wis- 
dom or crowd behavior. For example, 
widespread negative sentiments often 
blow a company’s risks out of propor- 
tion, driving its stock prices so low that 
its risks are overstated and its pros- 
pects of bouncing back are understated. 
Identifying and purchasing such 
mispriced stocks when the markets are 
down and selling them after the com- 
pany returns to profitability would help 
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in making gains. Since opportunities for 
making such gaias occur during periods 
of protracted market siump, this is the 
right time to pick up such stocks that 
heve strong fundamentals but are 
grossly mispricec. As Warren Buffett, a 
rencwned contrarian investor, puts it, 
“Lock at marxet fluctuations as your 
friend rather than your enemy; profit 
frem folly rather than participate in it.” 


Investing in values 

Like contrarian investing, value invest- 
ing too focuses on looking for and buying 
m:spriced and undervalued stocks. As 
explained by Benjamin Graham, the fa- 
ther of value investing, in his 
trencsetting book The Intelligent Inves- 
tor, value investing is buying the stocks 
of a company whose market price is be- 
low the company’s ‘intrinsic’ value and 
selling when the market price reaches 
that intrinsic value. While the market 
price is the value of the company on the 
stock exchange, its intrinsic value is its 
business value. The stock prices often 
do not reflect the intrinsic value of a 
company in the short and medium 
terms; however, they are bound to do so 
in the long term. Value investing fo- 
cuses on making the most of this dis- 
parity. 

Though many regard contrarian in- 
vesting and value investing as synony- 
mous, there is a subtle difference be- 
tween the two: while a value investor 
usually relies on financial metrics such 
as book value and P/E ratio, a 
contrarian investor, besides those 
metrics, also looks at the general senti- 
ment driving the stock markets such as 
earnings forecasts, trading volume and 
reports on the business prospects of the 
companies. In other words, the trading 
strategy of a contrarian is based on the 
negative serial correlation of prices. 

As studies in behavioral finance in- 
dicate, investors often give much cre- 
dence to recent trends and share price 
movements in predicting the future of 
the market. For example, if a scrip is 
dcing well, they tend to believe that it 
wili continue to soar high, and if a serip 
is performing peorly, they expect it to 
plunge further. This common behavior 
of the investors is more pronounced dur- 
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ing stock crashes, as they let the falling 
stock indices influence their thinking, 
which leads them to make wrong deci- 
sions about the long-term prospects of 
the company. Such fears typically sig- 
nal an opportunity. 


Investment versus speculation 
However, contrarian or value investing 
is not about relying on gut feeling alone. 
As with any other investment tech- 
nique, it requires exhaustive study of 
trends, collection and analysis of data, 
and application of logic to evaluate the 
chance of return against potential risk. 
The investor has to ensure that the net 
profit margin of the companies that he 
has selected is consistent, book value is 
high, and the market price to book value 
is lower multiple. He has to ensure that 
the current market pricing of stocks 
that he intends to buy are unjustified in 
the medium to long-term outlook. As 
Benjamin Graham puts it, “The indi- 
vidual investor should act consistently 
as an investor and not as a speculator. 
This means...that he should be able to 
justify every purchase he makes and 
each price he pays by impersonal, objec- 
tive reasoning that satisfies him that 
he is getting more than his money’s 
worth for his purchase.” In other words, 
the investor should remember, “[aln in- 
vestment operation is one which, upon 
thorough analysis, promises safety of 
principal and an adequate return. Op- 
erations not meeting these require- 
ments are speculative.” 

The investor has to rely on certain 
strategies to gauge the market senti- 
ment. One of the widely used contrarian 
investment indicators is the Volatility 
Index (VIX) or ‘Fear Index’. While it is 
easier to measure historical volatility, 
what is more important for a contrarian 
is measuring the volatility that inves- 
tors expect in the markets. This ex- 
pected volatility is an indicator of the 
level of anxiety and fear that is ruling 
the market. Buying when the VIX is high 
(that is, when the investor sentiment is 
pessimistic) and selling when it is low 
(that is, when the investors are upbeat 
about the market) has proved to be a 
profitable strategy for many investors. 
Put-Call Ratio is another fear gauge that 


tells a smart investor which way tk 
market is heading. For example, a hig 
volume of puts compared to calls ind 
cates that the market has become bea: 
ish. 

Profits can also be made from stoc 
markets even during a slump by turnin 
the intra-day volatility to one’s advar 
tage—that is, by buying at the day 
lows and selling at the day’s high: 
However, it may not be easy to fin 
many highly liquid stocks in thes 
troubled times; also playing in a vole 
tile market is more like speculatin 
(hence riskier) than investing, some 
thing that retail investors cannot affor 
to do. 


This too shall pass 
With recession having set in and the fi 
nancial system still struggling to fini 
its feet, the markets are in for a pre 
longed slouch in 2009. The liquidit: 
crunch has ensured that sectors tha 
are highly dependent on credit avail 
ability are the hardest hit, and that in 
cludes housing and auto. While othe 
sectors may eke out a living, govern 
ments (read: taxpayers) will be ex 
pected to shoulder the cross. However 
the falling demand is bound to bring thi 
inflation down, and the current reces 
sion offers the perfect opportunity ti 
make a few calculated bets in the mar 
kets. Buying in slump is a fine strategy 
however, overextending one’s resource: 
could amount to committing hara-kiri. 
True, the all-round plunging o 
share prices have created never-before 
seen bargains and opportunities. It i: 
an ideal time to get hold of some o 
those beaten-down blue chips and big 
caps that are fundamentally strong 
which a common investor could only 
dream of a year or two back—with some 
of them costing less than knickknack: 
in a mall. If an investor avoids panic 
acquires some of those assets that are 
available at unbelievable bargains, anc 
holds on to them while waiting for the 
markets to sort things out, year 2009 
may just as well prove to be one of the 
luckiest ones for him.s 
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Ideas for the New Century 


As the title of the book implies, the book is about self-belief and utter and total confidence about India’s resources. 


strengths and talents. 


ndia’s corporate history can, in a 
manner of speaking, be divided 
into pre-Infosys and post-Infosys 
periods. Before Infosys became estab- 


Alished as one of India’s best-managed 


and respected corporate houses, giving 
rise to many, if somewhat lesser, com- 
panies of the same ilk, technocrats and 
professionals tended to generally shy 
away from hands-on management of 
big business, as they did from active 
electoral politics. 

By and large, they still seem to keep 
that distance from politics. But many 
technocrats were emboldened by the 
Infosys success to launch startups of 
their own, and quite a few of them met 
with impressive success. The Infosys 
Saga certainly pioneered a new brand of 
big, bold, dynamic, IT entrepreneurship 
in India. Infosys showed that running a 
business is not necessarily ‘sticky’ busi- 
ness and spectacular success is achiev- 
able through professional, ethical and 
transparent business management 
practices. Infosys, more than any other 
corporate in the country, taught the 
Indian entrepreneur to think big and 
think like a winner. It generated a new 
verve and excitement among Indian en- 
trepreneurs. It made running of a large 
corporation by technocrat, first genera- 
tion entrepreneurs look simple and do- 
able. 

The success of Infosys, to be sure, 
was fashioned in part by the momen- 
tum of the times. The company hap- 
pened to be in the right place at the 
right time. But the success was very 
largely due to the vision and 
innovativeness of its team of founders 
headed by Narayana Murthy and 
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Nandan Nilekani, 
who took on the 
challenges of busi- 
ness with profes- 
sionalism, extraor- 
dinary self-belief 
and commitment 
to value-based 
management. For 
very long Murthy 
and Nilekani rep- 
resented the public 
face of the much 
admired company. 
If ever two entre- 
preneurs deserved 
every bit of credit 
and every decibel of 
applause they re- 
ceived, it was this 
duo. Both men of 
keen intellect and 
well-read, Murthy 
and Nilekani 
notched up another 
rare first in India’s 
corporate history, 
by voluntarily stepping out, at a rela- 
tively young age, of active executive roles 
in the company they founded, to facilitate 
smooth and seamless management suc- 
cession in the company, preferring 
mentoring roles. 

It is hard to believe that the barely 
middle-aged, extremely fit, boyish look- 
ing Nilekani is already the ex-CEO of 
the IT behemoth and an elder states- 
man of the corporate world, with a host 
of prestigious assignments in high-pro- 
file advisory councils and consultative 
bodies of the Government of India as 
well as international agencies. It is only 
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natural, therefore, that his recent book 
Imagining India: Ideas for the New Cen- 
tury should make waves. Launched with 
a blitzkrieg of publicity and fanfare, the 
book is already a national best-seller. 
Happily, the energy, the self-assurance, 
the strong sense of social responsibility, 
the optimism and audacity that 
marked the Infosys management style 
suffuse Nilekani’s book. 

The raison d’etre for the book is 
simple enough: India today, despite its 
tremendous growth in the recent past, 
is “straining against the challenges 
that hold it back and has hardly man- 


Special issue 


aged to scratch its potential”. In the ab- 
sence of follow-up reforms after the eco- 
nomic liberalization, life continues to 
be a struggle for the majority of Indians, 
“for the millions of marginal farmers 
unable to find alternatives to bare, hard 
livelihoods; for people living in slums 
for want of cheaper housing; for families 
cobbling together their savings to send 
their children to private schools be- 
cause our government schools are a 
mess.” A big reason for this struggle, 
Nilekani maintains, is our inability to 
push through and implement critical 
ideas. The pulls and pressures faced by 
our politicians and bureaucrats “mean 
that when it comes to policy, the urgent 
wins over the important, tactic tri- 


The book is evidently written with the sincere and 
burning belief that “the only way to push changes 
through and safeguard our economic future is to 
create a safety net of ideas.” 


umphs over strategy, and patronage 
over public good.” 

The economist Dr. Vijay Kelkar ad- 
vised Nilekani at some point of time, 
from his personal experience with the 
Government of India, that “just putting 
ideas out there—regardless of how un- 
welcome they were to legislators at the 
time mattered. Doing this seeds new 
ideas among people and sometimes 
they catch on. This kind of legacy is, I 
think, the most enduring one you can 
have.” Struck by this, Nilekani spent 18 
months after stepping down as Infosys 
CEO to “distil his experiences and those 
of the policy makers, entrepreneurs, 
academicians, social activists and poli- 
ticians I knew into ideas that not only 
explained the peculiar animal that the 
Indian economy was shaping up to be 
but also help chart a way forward for the 
country.” 

“India’s weaknesses are all within, 
in the ongoing struggle to define the di- 
rection of our future ideas and policies 
for the country”, argues Nilekani. “This 
book is my small attempt to make 
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sense of this struggle and the possible 
ways we can resolve it.” The book is a 
collection of ideas for fast-paced and 
all-round development of the Indian 
economy, backed up by thoughts and 
quotes from high profile experts whom 
the author had occasion to interact 
with, on possible policy solutions to 
counter India’s many economic prob- 
lems ranging from infrastructure to 
education, governance, medicare or ag- 
riculture. It is evidently written with 
the sincere and burning belief that “the 
only way to push changes through and 
safeguard our economic future is to cre- 
ate a safety net of ideas. It is 
imperative that our ideas transcend po- 
litical agendas and are endorsed and 
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demanded by a large number of people. 
If we can do this, we will insure our 
future against future instability, slow 
growth and inequality.” 

The book is in four parts covering 
four kinds of issues. The author devotes 
the first section of 150 pages to areas 
where Indian attitudes have already 
changed in the last 50 years. On demo- 
graphics, for instance, our approach is 
no longer the Malthusian approach of 
looking at the growing population as a 
burden to be borne but of treating it as 
an increase in our stock of a valuable 
asset, viz. human capital. Another 
change is in terms of willingness to take 
MNC competition in our stride. A third 
is that the government has begun to 
deal with businesses, not with suspi- 
cion and mistrust as in the early years 
after independence, but as collabora- 
tors for achieving economic growth, “a 
source of India’s confidence, and our op- 
timism.” Acceptance of the rise of the 
English language in India is another 
distinct shift in mindset already 
achieved. The country has also come to 


accept IT as a growth enabler and not an 
employment destroyer. We have also 
developed a less insular, less an | 
phobic and paranoid view of the devel- 
oped economies, and no longer look upon 
them as demons. Our democracy has 
deepened with regional parties and coa- 
lition compulsions putting pressure on 
political leadership for results by way of 
development. Incumbency is today a 
disadvantage in elections 
because the incumbent government is 
often held accountable for its failures 
and thrown out. 

Ideas accepted by free India and 
taken up for implementation, but with- 
out much ground level success in terms , 
of results, are discussed in the second 
part of the book, of about a 100 pages. 
Full literacy, for example, has been ac- 
cepted, without any political differ- 
ences, as a goal to be achieved by 1959. 
Only the deadline for the achievement 
of the cherished goal continues to be ex- 
tended from time to time. On the need 
for urban renewal and development, 
there has always been consensus, 
though, for various reasons, the actual 
progress achieved has been quite unsat- 
isfactory. Infrastructure development is 
another well-recognized priority, 
though there has been considerably 
more talk about it than action. Another 
acknowledged problem is that the 
Indian economy is “a poor unconnected 
economy”, with divergent laws and tax 
systems in the different states of the 
country, with a crying need for stan- 
dardization and uniformity of taxation 
and other laws. Nilekani analyzes 
these issues crisply and offers many 
useful ideas worth working on to im- 
prove matters. 

Nilekani’s ideas on ‘messy and con- 
tentious issues, on which even a na- 
tional consensus is yet to be reached, 
are covered in the third part of the book 
These include, among others, the poli- 
tics of reservations, labor reforms, agri: 
cultural reforms and the problems 0: 
the institutes of higher education. Thi 
fourth and last part is devoted to ar 
analysis of other critical problems 
presently “largely missing from ow 
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public discourse”, such as energy solu- 
tions, environment, and harnessing the 
power of ICT. 

The format adopted for the discus- 
sion of the various issues is convenient. 
It includes anecdotes, observations, ex- 
pert views expressed in formal or infor- 
mal interactions with the author, inter- 
spersed with the author’s own views 
and recommendations. The format 
makes for comprehensive analysis of 
the problem, sustaining the readers’ in- 
terest throughout. The book is a trea- 
sure trove of information on the eco- 
nomic problems of modern India and a 
compendium of ideas for improvement 
presented in an engaging style. The au- 
thor succeeds in “just putting the ideas 
out there”. He prepares the ground for a 
more extensive debate that would 
refine the ideas further and facilitate 
their implementation. 

The strikingly heartwarming fea- 
ture of the book is the Obama-esque un- 
yielding optimism about India’s future. 


The author is completely convinced be- 
yond any shred of doubt that “with the 
combination of universal suffrage, 
rapid economic growth, and a new poli- 
tics defined by historically oppressed 
groups, we are in the throes of a heady 
uplifting opportunity. It offers us a real 
chance to address our massive inequali- 
ties and challenges in job creation”. The 
author’s enthusiasm is infectious and 
young readers, in particular, should 


find the book positively inspiring and 
motivating. 

The book does not offer dry and aca- 
demic economic analysis. It overwhelms 
the reader with its new language of self- 


The author succeeds in “just putting the ideas out 
there” and thus prepares the ground for a more 
extensive debate that would refine the ideas 
further and facilitate their implementation. 





Excerpts 


“Play a waiting game with an Indian, and you will always lose. Indians—inured to serpentine 
queues, traffic jams, foundation stones laid for bridges never built—have long adapted to an 
economy that moves slowly and that has, in key reforms, struggled over the last mile. India’s 
policy makers and politicians have been great at forming agendas and presenting blueprints, and 
our five-year plans have been nothing if not exhaustive. Our big weakness has been in execu- 
tion...” 


“The part of the Indian economy that has probably been hit the hardest from the lack of consen- 
sus is rural India. Agriculture as well as India’s rural businesses lie on the fault line of our worst 
policies—weak incentives, infrastructure shortages, lack of access to information and education, 
capital constraints and labor imbalances have hit this sector the hardest... When it comes to 
incentives for rural India our budgets have prioritized free electricity nd grain giveaways over better 
infrastructure, supply chains or sources for loans. A large part of rural India still lacks even a dirt 
road leading out of the village...” 


“Ordinary people now have more influence than ever before in shaping Indian attitudes towards a 
variety of issues—from infrastructure and the nature of our cities to our educational system and 
the role of the English language. In this sense, the impact of India’s reforms process has not been 
limited to the economic sphere alone. Its language has been a much broader one, of empower- 
ment. Indians are now keenly following and participating in a variety of debates, and we are 
arguing about markets, politics and governance in a manner | have never seen before..... (with 
over 200 television channels)...We are a country with a vibrant public square lit up by camera 
flash bulbs, our chatter caught by a blur of microphones...” 


“For the first time, there is a sense of hope across the country, which | believe is universal. There 
is amomentum for change, evident in the enthusiasm of our younger legislators, the mushroom- 
ing of civil society organizations, and activists fighting in the courts for reforms in governance and 
the protection of fundamental rights...As | traveled around India, | realized that this feeling, this 
intense belief in the future has not yet infiltrated our governments. ...for this to be mirrored in our 
political institutions it requires us to imagine an India that rests not on the struggles of our past but 
on the promise and challenges of the future...” 


belief and utter and total confidence 
about India’s resources, its strengths 
and its talents. It is the sensible and 
reasoned voice of a brave, new and re- 
surgent India. Even if the book occasion- 
ally overdoes the hard selling of the effi- 
cacy of the reform agenda, it has a 
bright, cheery and ‘feel good’ quality 
about it. It is a far better, and more use- 
ful, read than the tomes of dismal, 


doomsday prognoses. 


The author is an unabashed votary 
of economic reforms and liberalization 
and sees in them a panacea for all eco- 
nomic ills of the country. More often 
than not, however, he does record the 
arguments on the other side, with de- 
cent and polite appreciation of those 
points of view. Having said that, there 
are sections of the book where the au- 
thor sounds like a pro-reform evangelist 
and the arguments run on familiar and 
predictable lines. The readers may find 
some of the arguments backed only by 
anecdotes and one-liners—somewhat 
superficial and unconvincing. 

Is it possible that the book is meant 
to be a tentative personal manifesto of 
Nilekani to test the waters before he at- 
tempts a leap into politics, seeking an 
active role? It would be quite wonderful 
for the country, if people of Nilekani’s 
vision and intellectual caliber can actu- 
ally take the plunge. They can catalyze 
the much-needed transformation of In- 
dian politics. 

Imagining India is an informative, 
thought-provoking and impact-making 
book. The impact of the book would have 
been stronger, if it had been edited into 
a thinner, crisper volume.#= 


— M Hanumantha Rao 
Former Deputy General Manager, State Bank of India 
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Pest: General Manager- Finance & Taxation 
Company: Jindal Aluminium Ltd. 

Job Desc: The incumbent will be fully responsible 
fer accounts, finance, bank matters, investments, 
corporate & personal tax planning, income tax 
assessment, charitable trusts etc. 

Profile: Chartered Accountant or Cost Accountant 
with experience in handling finance, bank matters 
and direct & indirect taxation. Knowledge of 
indirect taxes such as central excise customs, VAT, 
sales tax is also desirable. 

Exp.: 12-18, Location: Bangalore 

Emaik hr@jindalaluminium.com 


Post: National Finance Payroll 

Company: EMRI 

Job Desc: Responsibility includes payroll tasks, 
coordinate the processes and resources, ensure 
that payroll team operates effectively and 
maintains service level agreements across various 
geographies etc. 

Profile: Experience in IT MNO BPO industry is must. 
Exp.: 12-15, Location: Hyderabad 

Email: finance_108@emri.in 


Post Dy. General Manager- Accounts 
Company: Man Industries (India) Ltd. 

Job Desc: The responsibilities will include 
management of accounts, finalization of balance 
sheet, budgeting, costing etc. 

Profile: CA/ ICWA with experience in some large 
scale manufacturing set-up. Post Graduate in 
Commerce having 18-20 years of relevant 
experience with additional qualification in Law, 
Import-Export and Financial Management will also 
be considered. 

Exp.: 10-12, Location: Bhuj 

Email: punit.vyas@maninds.org 


Post: Sr. Financial Analyst 

Company: USi Internetworking Solutions Pvt. Ltd. 
Job Desc: Would be resporsible to manage the 
Hyderabad accounts function, statutory 
compliances with regards to all applicable 
legislations both direct and indirect taxes, treasury 
management etc. 

Profile: Commerce Graduate or CA with relevant 
experience in multinational organization in 
executing all kinds of functions relevant to finance 
including MIS Reports, Budgets and dealing with 
statutory authorities. 

Exp.: 8-12, Location: Hyderabad 

Email: rekha.rajendra@usi.net 


Post: Chief Finance Officer 

Company: Princeware International Pvt. Ltd. 

Job Desc: Will be responsible to cover all aspects of 
banking, accounts and audit, sourcing required 
internal and external data etc. 

Profile: The incumbent should 10+ yrs of 
experience with good communication skills. 

Exp.: 10-15, Location’ Mumbai 

Email: rakesh@princeplastics.com 


Post: Chartered Accountant 

Company: Orange County Resorts & Hotels Ltd. 
Job Desc: Should have 8+ yrs of experience in the 
same domain. 

Profile: Should have 8+ yrs of experience in the 
same domain. 

Exp.: 8-10 

Location: Ghaziabad 

Email: admin@meriton.in 


Post: Manager- Finance 

‘Company: Sabero Organics Gujarat Ltd 

Job Desc: Incumbent will be responsible for 
preparing weekly/ monthly cash flow pian and 
actual, effectively manage day-to-day banking, 
credit facilities, keeping records of local and 
export bills negotiated with banks and other 
institutions etc. 

Profile: Candidate should be a B.Com/ M.Com/ 
Inter C.A. with knowledge of computers. 

Exp.: 10-15 

Location: Mumbai 

Email: jobs@sabero.com 


Post: Executive- Finance & Accounts 
Company: OFS Industries Pvt. Ltd. 

Job Desc: B.COM/ M.COM with knowledge of 
accounting, taxation matters, tally & computer 
applications. 

Profile: B.COM/ M.COM with knowledge of 
accounting, taxation matters, tally & computer 
applications. 

Exp.: 8-13 

Location: Mumbai Suburbs 

Email: ofs@bom5.vsnl.net.in 


Post: Civil Accounts Manager 

Company: B.N. Buildcon India Pvt. Ltd. 

Job Desc: Candidate will be responsible for the 
work of tendering, billing administration, 
accounts, taxation & finance. 

Profile: candidates have to take care off all 
accounts work of the company like sales tax, 
service tax, TDS etc. 

Exp.: 30-30 

Location: Delhi/NCR 

Email: bnbuildcon@gmail.com 


Post: Sr. Manager- Accounts 

Company: Sri Rama Vilas Services Ltd. 

Job Desc: Candidate should have experience in 
costing, financial accounts, profitability analysis, 


pricing etc. Tally and MS office experience is must. 


Profile: CA/ ICWA (Inter) or M.Com with 10+ yrs 
of experience. 

Exp.: 10-20 

Location: Chennai 

Email: srvsitd@gmail.com 


Post: Sr. Manager- Accounts 

Company: Sankalp Forgings Pvt. Ltd. 

Job Desc: Candidate should be proficient in cash 
flow management, inventory valuations, taxation 8 
excise, loan and bank guarantee etc. 

Profile: Should have experience in working with 
engineering/ manufacturing industry and handling 
independently entire accounts departments 

Exp.: 10-15 

Location: Pune 

Email: hr@sankalpforge.com 


Post: Chief Financial Officer 

Company: Kanchan International Ltd. 

Job Desc: Will be responsible for the entire gamut 
of accounting, banking, secretarial, legal & IT 
functions etc. 

Profile: C.A. with more than 18 years of experience. 
Exp.: 18-20 

Location: Mumbai 

Email: pratibha@kanchanappliances.com 


Post: General Manager- Accounts 

Company: Acme Housing India Pvt. Ltd. 

Job Desc: Will be required to handle accounts 
finalization of multiple companies and lead a team 
of 10 personnel. 

Profile: Should possess knowledge of funding, 
bank loan and long term borrowings, MIS, 
budgeting, IPO related work and accounts up to 
finalization. 

Exp.: 10-20 

Location: Mumbai 

Email: jobs@acmehousing.com 


Post: Sr. Chartered Accountant 

Company: Allanasons Ltd. 

Job Desc: CA with experience in handling accounts 
of large companies engaged in manufacturing and 
sales of goods. 

Profile: CA with experience in handling accounts of 
large companies engaged in manufacturing and 
sales of goods. 

Exp.: 10-15 

Location: Mumbai 

Email: appointments@allana.com 


Post: Finance Manager 

Company: Raj Petro Specialities Pvt. Ltd. 

Job Desc: Would be responsible for preparing 
reports for bank like CMA Data, QIS statement, FER 
details, working capital management etc. 

Profile: Would be responsible for preparing reports 
for bank like CMA Data, QIS statement, FER details, 
working capital management etc. 

Exp.: 8-10 

Location: Mumbai 

Email: genmum789@yahoo.com 
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Post: Chartered Accountant 

Company: RR Financial Consultants Ltd. 

Job Desc: CA with experience of working with a 
reputed firm preferably with financial institution. 
Profile: CA with experience of working with a 
reputed firm preferably with financial institution. 
Exp.: 15-25 

Location: Delhi 

Email: hr@rrfcl.com 


Post: Sr. Accountant 

Company: Prompt Enterprises Pvt. Ltd. 

Job Desc: Candidate will be responsible for excise & 
service tax, sales tax, Income tax etc. 

Profile: Should have working experience in the 
manufacturing company. 

Exp.: 8-11 

Location: Faridabad 

Email: promptsteeltube@yahoo.com 


Post: Dy. Manager- Costing 

Company: Gujarat Fluorochemicals Ltd. 

Job Desc: Incumbent should have experience in 
chemical manufacturing industry with exposure to 
costing, MIS, budgeting and budgetary controls etc. 
Exposure to SAP will be an added advantage. 
Profile: CA/ IOWA with relevant experience in 
industry of repute. 

Exp.: 8-10 

Location: Bharuch 

Email: hrd@gfi.co.in 


Post: Sr. Accountant 

Company: Mysore Vanijya Pvt. Ltd. 

Job Desc: Would be responsible for maintaining all 
financial & inventory accounts, filing of all statutory 
income tax, sales tax, excise returns etc. 

Profile: Computer operation capability, documented 
experience is must. 

Exp.: 10-15 

Location: Bangalore 

Email: myvan@airtelmail.in 


Post: Dy. General Manager- Finance & Accounts 
Company: Futura Polyesters Ltd. 

Job Desc: Cost Accountants or CA with experience in 
a large scale manufacturing industries with 
experience in divisional accounting. 

Profile: Cost Accountants or CA with experience in a 
large scale manufacturing industries with experience 
in divisional accounting. 

Exp.: 10-20 

Location: Chennai 

Email: career@futurapolyesters.com 


Post: Vice President- Corporate Finance 

Company: Portfolio Financial Services Ltd. 

Job Desc: Will be heading the team of business op- 
eration, developing relation with banks head office 
of any Fl's Bank for corporate debt etc. 

Profile: Should have experience in term loans project 
finance, debt syndication, credit syndication, LC, bill 
discounting etc. 

Exp.: 9-14 

Location: Chennai 

Email: hrd@pfs!.org 





Post: Head- Finance & Accounts 

Company: Suvidhaa Infoserve Pvt. Ltd. 

Job Desc: Key role would be to work with top man- 
agement in strategic planning and execution of the 
core business area, financial restructuring wherever 
necessary & raising capital for expansion and 
growth of businesses etc. 

Profile: Should have the ability to analyze financial 
data and prepare financial reports, statements and 
projections. 

Exp.: 12-15 

Location: Mumbai Suburbs 

Email: careers@suvidhaa.net 





Post: General Manager- Finance 

Company: Trinity India Ltd. 

Job Desc: Incumbent will be responsible for super- 
vising activities of stores & accounts for a medium 
sized engineering organization, taxation, statutory 
returns, liaise with bankers etc. 

Profile: Chartered Accountant or Cost Accountant 
with experience in book keeping and accountancy. 
Exp.: 15-20, Location: Pune 

Email: hrjS@forge-trinityindia.com 





Post: Vice President- Finance & Accounts 
Company: Fx Enterprise Solutions India Pvt. Ltd. 

Job Desc: Responsibilities includes to look after the 
entire group's accounts & finance activities, manage 
& supervise day to day accounts function etc. 
Profile: Candidate must have a good working experi- 
ence in the capacity of a finance/ accounts manager. 
Must have knowledge of entire accounting system, 
tax, statutory obligations etc. 

Exp.: 10-15, Location: Faridabad 

Email: hr@fxindia.com 





Post: Sr. Manager- Finance 

Company: Sipra Services & Investment Pvt. Ltd. 
Job Desc: Incumbent will be responsible to handle 
service tax and all statutory compliances, branch 
office liaison, fixed asset control etc. 

Profile: Candidate should be chartered accountant 
with work experience in manufacturing company 
for management and statutory accounting, finance 
and taxation, corporate law, legal matters etc. 
Exp.: 10-15, Location: Mumbai 

Email: cofficeadmin_l@indiandiecasting.com 








Post: Manager - Strategic Finance 

Company: Tata Chemicals Ltd. 

Job Desc: Required candidate will be responsible for 
developing detailed financial models for opportuni- 
ties related to TCL's business including presenta- 
tions, participation on various stages of Merger & 
Acquisition activities. 

Profile: Will be responsible for preparation of long 
term and short term plans for the company, prepa- 
ration of performance reviews for the company in 
the lines of annual plan vs. actual profitability fore- 
cast of the year. 

Exp.: 5-7 

Location: Mumbai 

Email: madhu.mohan@tatachemicals.com 





Post: Vice President- Corporate Finance 
Company: Portfolio Financial Services 

Job Desc: Job responsibilty include heading the 
team of business operation like Private Equity, ECB, 
FCCB Mezzanine, Debt Credit Syndication, syndica- 
tion of corporate loans, debt etc. 

Profile: Well experienced candidate in trade finance, 
working capital, term loan, short well versed & ex- 
perienced in term loans project finance, debt syen- 
diation, credit syendication, LC , bill discounting, 
etc. 

Exp.: 6-11 

Location: Mumbai Suburbs 

Email: hrd@pfsl.org 





Post: Dy. General Manager- Finance 

Company: Suguna Poultry Farm Ltd. 

Job Desc: The candidate will be responsible for the 
regional functions finance, HR, IT, marketing & pur- 
chases, visualizing, planning & guide systems. 
Profile: Looking for a qualified CA / ICWA preferably 
with ACS & experience in a FMCG or high volume 
transaction oriented organization. 

Exp.: 10-18 

Location: Nasik 

Email: suguna.hr@gmail.com 





Post: Business Administration 

Company: Siemens Information Systems Ltd. 

Job Desc: Will be responsible for BU profit & loss ac- 
count, balance sheet, SBU budget preparation etc. 
Profile: Candidate should have excellent communi- 
cation skills with 5+ yrs of experience. 

Exp.: 5-10 

Location: Mumbai 

Email: dilip.redkar@s2infotech.com 





Post: Sr. Manager - Finance 

Company: Sankalp Forgings Pvt. Ltd. 

Job Desc: Should have sound knowledge of Cash 
Flow Management, Excise, Sales Tax, IT, Labor Law, 
Tax & S.T. knowledge of P & L A/c. 

Profile: Looking for B.Com/ M.Com/ C.A with 15-20 
yrs experience, should be from forgings / Steel/ Cast- 
ing / Component Manufacturing etc. 

Exp.: 15-20, Location: Pune 

Email: hr@sankalpforge.com 
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Satyam Computer 


More Questions than Answers 


A: James Friedman of Susquehanna Financial Group 
aptly observed, it is the “reckless behavior with regard to 
corporate governance and cash balance usage for other consid- 
erations while its (Satyam’s) peers instead are contemplat- 
ing and/or pursuing share repurchases” that angered the 
shareholders of Satyam Computer so much that they simply 
dumped it. 

It is an apt observation because, according to Oxford dic- 
tionary, ‘reckless’ means ‘having no regard for danger or conse- 
quences’, and obviously any behavior that springs out of such 
recklessness is sure to land anybody in trouble. And that is 
what indeed has happened to Satyam Computer Services. 

Coming to the facts, Satyam Computer Services, the 
fourth largest software export company of India, recently an- 
nounced its decision to diversify into realty and infrastruc- 
ture to de-risk itself. Accordingly, it decided to acquire stakes 
in two companies: acquisition of 100% stake in Maytas Prop- 
erties, a realty firm run by Rama Raju, the younger son of 
Ramalinga Raju, Chairman of Satyam Computer Services; 
and two, 51% stake in Maytas Infra, a listed company run by 
Teja Raju, the elder son of the Chairman of the 
Satyam Computer. These two companies, 
owned by the family members of Satyam’s 
Chairman, were to be aequired for a total con- 
sideration of $1.6 bn. 

Satyam Computer Services claimed that 
these proposed acquisitions would diversify 
Satyam into infrastructure and realty, which 
are inherently considered to be more profit- 
able in the long run, particularly, in difficult 
times, besides being assets acquired at bet- 
ter valuation, which is, of course, a result of 
the current downtrend in the stock market. 
Buz shareholders and fund managers fumed with anger at 
Satyam’s decision to acquire family-owned businesses with 
the shareholders’ money, that too, businesses that have no 
relationship whatsoever with the IT business of Satyam. 
These proposed acquisitions were considered by the fund 
managers as a stark attempt by Raju’s family, which holds a 
mere 8.5% stake in Satyam, to transfer the wealth from 
Satyam into family-owned businesses. Angered by the move, 
Foreign Institutional Investors dumped the ADRs in New 
York stock exchange, driving down its price from $12 to 
$5.70—a straight fall of more than 58%. In the domestic stock 
market, the scrip suffered a fall of 36%. 

The whole episode raises a battery of questions: First, can 
one believe Satyam’s claim that the acquisitions were sug- 
gested strictly on an arm’s length basis? The answer to this 
question is anybody’s guess, for some investment bankers 
hold the opinion that all real estate businesses are suffering 
from cash problems, and using a cash-rich company that has 
nothing to do with realty business to bail them out is a bad 


NN — hamnar: ANNA | 





Satyam 


idea. Second, what is the role of independent directors in 
transactions of this nature? Interestingly, Satyam has some 
of the well-known intellectuals from the fields of technology 
and management education on its board: M Ramamohana 
Rao, Dean, ISB; Krishna Palepu, Professor, Harvard Busi- 
ness School; and Vinod Dham, father of first Intel chip, 
among a few others. It is hard to believe that such indepen- 
dent directors would just kowtow to the interests of promot- 
ers. As claimed by the company, did they discuss the deal 
threadbare and come to the conclusion that the acquisition of 
these two firms would de-risk the earnings of Satyam? Did 
they really foresee that Satyam is no longer geared enough to 
compete for business in the fast changing global IT scenario , 
and hence felt that acquisitions of realty business, whose 
valuations are to the advantage of the acquiring firm, would 
put the idle cash to a strategic use? As Satyam has all along 
been sitting over a heap of cash—to be precise it has cash 
reserves of Rs 8,234 cr ($1.7 bn)—it is, of course, possible that 
the board might have genuinely felt that in the absence of any 
profitable avenue of investment within IT space, the company 
needs to diversify, maybe into infrastructure/ 
realty. Here, it is also pertinent to keep in 
mind that had the firms proposed for acquisi- 
tion not been owned by Raju’s family, the in- 
vestors would not have reacted so wildly. 

This leads us to our next question: Why 
did Satyam reverse the decision if the deal 
was truly meant for de-risking? If the board of 
directors had discussed the move threadbare 
before coming to the conclusion that the pro- 
posed acquisition was a strategic move to fur- 
ther improve the shareholders’ value, the com- 
pany should have spiritedly defended its deci- 
sion. Of course, their heeding to the sharp reaction of its 
stakeholders, all within a day, shows the company’s respect 
for the feelings of its investors. But by then, a lot of damage 
has been done, and this has exposed the hollowness of the 
company’s managerial skills. 

There are a few more queries: Does all this mean flouting 
of corporate governance? Would it ultimately pose any threat 
to Satyam’s business prospects? These two questions are 
sure to haunt the company, at least for some time to come, for 
flouting of corporate governance by an IT services provider 
will certainly impact the way its customers look at it. Their 
business being what it is, outsourcing clients are certainly 
sensitive to such violations concerning corporate governance. 
Which means, it will no longer be hunky-dory for Satyam to 
acquire new clients—it has to certainly do a lot of explana- 
tion to win back the customers’ confidence. After all, that is 
what ‘reckless behavior’ is known to invite: more questions 
than solutions. — grk 
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Satyam: The Underlying Truth 


“Man with all his noble qualities—with sympathy which feels for the most 
debased, with benevolence which extends not only to other men but to the 
humblest living creature, with his god-like intellect which has penetrated into 
the movements and constitution of the solar system—still bears in his bodily 
frame the indelible stamp of his lowly origin,” said the famous English biolo- 
gist, Charles Darwin. 


Another equally famous Englishman—the Bard of Avon—said as much, of 
course, much earlier to the scientist, but in a different style: no man is a single 
entity. Intriguingly, the Bard also said that it is the moment of success that 
could prove dangerous for man. For, amidst successes, emotions run high and in 
the resulting festive mood, the cautious intelligence and common sense, which 
are otherwise known to guard the human personality, slacken making it too 
weak to resist the entry of untoward and unwelcome elements—temptations— 
into the being, letting them ignite one’s dormant temptations. One such devas- 
tating temptation is: man’s ‘vaulting ambition’. It is at one of those weak mo- 
ments that the evil element—vaulting ambition—coolly sneaks into the invis- 
ible domain of thought, altering the visible actions of a man. But the pity is 
when one commits a blunder under the influence of one part of his being, the 
whole part has to suffer its consequences. 


Incidentally, it is one such instance from India Inc. that has today become 
what an industry insider rightly termed as “Ripley’s Believe It or Not”. 
Ramalinga Raju, the disgraced Chairman of Satyam Computer Services, has 
all along been considered as one of the pioneers of the Indian Information 
Technology boom. In a short span of two decades, Raju, with an unrivalled 
assiduity and enterprise, built an incredibly innovative company, Satyam— 
the fourth largest software services company of India—studding its Board with 
respected academicians and professionals of world standing. Backed by a 
strong contingent of 53,000 highly skilled professionals, Satyam offered ser- 
vices to more than 600 clients across the globe. Under his stewardship, Satyam 
not only met the expectations of analysts year after year, but also made a big 
difference to the lives of the millions of Indians. As a part of corporate social 
responsibility, Raju launched an ambulance service to ferry poor patients to 
hospitals for quick medical relief. Raju and his Satyam thus earned many 
laurels from within and outside the country: in the year 2007, Raju became the 
Ernst & Young Entrepreneur of the Year; and in the year 2008, his company 
won the Golden Peacock award for excellence in corporate governance. 


True to the paradox of life, it is the same Raju who wrote a letter on Th 
January to the Board of Satyam, admitting his fudging of the company’s bal- 
ance sheet, creating a hole of more than $1 bn, that too, in cash alone. His 
apprehension about riding a “tiger, not knowing how to get off it without being 
eaten” had perhaps so hardened his heart that he, as confessed in the letter, 
continued with his fudging of figures for years, at length transforming himself 
into a ‘hellhound’ for the stakeholders of Satyam. This shocking revelation has 
come as a horror to India Inc., for it undermined one’s faith in Indian corporate 
governance. Raju thus ended up in a jail, languishing along with bootleggers— 
away from “honor, love, obedience, troops of friends” and all the graces that 
should accompany the good that his other part of the personality did earlier. 


What does this mean to India Inc.? The saga of Satyam—a reflection of the 
disastrous state of affairs into which the confederacy of vaulting ambition and 
evil throw a leader, ruining all the good done over the years in no time—is “a 
good warning signal for all managements.” And the underlying Satyam (truth) 
in the warning is: punishing the bad decisions of even the erstwhile good people 
becomes a ‘cruel necessity’ to restore credibility to India Inc. 


GRK Murty 





Today I say to you that the challenges we face are real. They are serious and 
they are many. They will not be met easily or in a short span of time. But know 
this, America—they will be met. 

Barack Obama 
President, US 


Our business leaders in both the corporate and smaller sectors will have to 
cope with difficult and changing market circumstances. I am sure that they will 
respond to the challenge. Crises are also opportunities to reposition oneself, 
overcome weaknesses and be ready to resume growth as the world turns upward. 

Manmohan Singh 
Prime Minister, India 


India’s corporate sector has established its credibility. One delinquency 
won't hurt it. But yes, a lot of questions will be asked. Transparency in corpo- 
rate and management structure needs to be highlighted. 

Kamal Nath 


Commerce and Industry Minister, India 


The way forward is to pool in every rupee for investment into infrastructure. 
Infrastructure is the connecting thread between manufacturing, services and 
the rural sector. One rupee invested into infrastructure could generate eight to 
nine rupees in services and agriculture. 

Sunil Mittal 
Director, Bharti Group 


There is still a lot more deleveraging in the financial services yet to happen. 
Every level of deleveraging will create a credit contraction, and so we do not see 
a huge amount of grewth happening immediately. 

Jaspal Bindra 
CEO-Asia, Standard Chartered 


The highly leveraged positions of promoters and companies are becoming 
risk factors for the market, especially in cases where such information is not 
available in the public domain. 

Aditya Narain 
MD and Head, India Research at Citi Global Markets India 


Rural India, FMCG, sectors like coal and mining and services are catching up. 
About 60-70% of the economy is back on track and only some sectors like com- 
mercial vehicles, textiles and downstream chemicals are hurting. 

KV Kamath 
CEO, ICICI 


Efforts should be made to implement the EU-India Free Trade Agreement 
(FTA) this year as it could help the two sides in overcoming challenges in a 
post-crisis world. The downturn does not reduce the value of a bilateral trade 
deal, it raises it. The EU and India should call the deal a confidence-building 
economic stimulus package and sign it before the end of the year. 

Peter Mandelson 
Former European Union (EU) Trade Commissioner 
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In recent months, outbound deals from India Inc. have somewhat evaporated due to acute liquidity crunch 


and poor run of the equity markets across the globe as well as in India. But once these adverse conditions 
turn positive, the outbound deal activities are likely to bounce back with renewed vigor. 
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MARKET NEWS 





Nokia Service 
Strategy Paying off 


Nokia’s Ovi e-mail offering is 
likely to pose a tough 
challenge to the Blackberry- 
maker Research in Motion’s 
(RIM) dominance in mobile 
email. Ovi email targets 
first-time e-mail users 
through a messaging service, 
which enables the user to 
combine many different 
emails into a cell phone. 
According to Tom Furlong, 
Head of Nokia’s messaging 
services, Nokia found it 
tough to compete with RIM 
in the corporate mobile 
e-mail market because of its 
dominant position in that 
market. Since RIM’s 
consumer offering is not so 
prominent, Nokia with its 
Ovi e-mail is keen to target 
individual consumers 
instead of competing in the 
enterprise e-mail market. 





At a time when the Indian 
retailers, bitten by the 
financial crisis, are 
shelving their expansion 
plans, automobile major 
Mahindra & Mahindra 
(M&M) has forayed into 
the retail sector with the 
launch of its specialty 
stores, Mom & Me, to sell 
infantcare and maternity 
products. The much- 
awaited move, which was 
planned in 2007, became a 
reality only recently with 
the launch of two outlets in 
Ludhiana and 
Ahmedabad. Thus far, the 
company has invested 

_ close to Rs 100 cr in this 
venture and has further 
plans to roll out stores 
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M&M Forays into Retail Space 





Nokia’s messaging service is 
performing up to the 
expectations as many people 
are utilizing it, and the 
company is getting good 
footing in the messaging 
service market. The com- 
pany also expects to 
announce its first revenue- 
sharing agreements with 
operators for the messaging 
service shortly. In fact, Ovi 
e-mail service to consumers 
has even inspired RIM to 
further focus on developing 
its consumer offerings. 
Earlier Nokia, which was 
providing support to 
Blackberry’s e-mail service, 
dropped its support to RIM 
and in turn stopped the 
development of its own 
corporate products. However, 
Nokia is continuing its 
corporate e-mail service in 
partnership with Microsoft 
and IBM, focusing on 
developing phones for 
business users, and is able 


across the country in a 
phased manner. 
Interestingly, Mahindra 
has been mulling to hire 
young mothers as advisors in 
the stores aiming at better 
connectivity with the target 


customers. As most of the 


stores in the segment are 
part of the unorganized 
sector, the company is 
unlikely to face huge competi- 
tion on this front. The only 


to mobilize nearly 90% of 
corporate e-mails without 
any extra investment from 
corporations. Furlong says 
that they have benefitted 
from the deals with 
Microsoft and IBM, and now 
Blackberry is keen on using 
Nokia devices for selling its 
messaging service. 


Teledensity 
Props up 
Economic 
Growth: ICRIER 


As per the latest report 
released by Indian Council 
for Research on International 
Economic Relations 
(ICRIER) in association with 
Vodafone, Indian states with 
relatively high mobile 
penetration rates are poised 
to enjoy higher growth rates. 


The report says that 10% 
higher mobile penetration 






stiff competition may come 
from British brand 
Mothercare, which entered 
India in a tie-up with Shop- 
pers’ Stop three years ago. 

Indeed, Mahindra Retail 
is a part of a fully-owned 
subsidiary of M&M, known 
as Mahindra Intertrade, 
which has tie-ups with Walt 
Disney, Aqua, Mattel and 
Lego to market and distrib- 
ute kids’ toys, apparels, 
accessories in India. Hence, 
the retail foray of M&M is 
seen as the logical extension 
of its current business. 
Apart from M&M, the other 
diversified groups which 
have entered the retail space 
are Bharti, Reliance and the 
Aditya Birla Group. 






would result in 1.2% higher 
annual growth rates. 
Agricultural workers and 
other labor, who account for 
almost 60% of the total 
workforce and contribute 
almost 20% to the country’s 
GDP, would also immensely 
gain. Mobile phones not only 
save their time and act as a 
convenient tool for sharing 
information but also 
increase their ability to 
coordinate with each other 
very easily. Mobile users 
were also able to cut down 
their travel expenditure and 
reduce wastage of stock by 
69%, says the report. The 
usage of mobile phones also 
brings in a host of benefits to 
SMEs along with fast 
expansion of their busi- 
nesses through home 
delivery mode. 
The report reiterates that an 
increase in teledensity in 
India’s lagging states will 
bring in significant economic 
returns. However, while 
prosperous states such as 
Delhi have a penetration 
rate of more than 100%, 
states such as Bihar, Orissa, 
Assam and Madhya 
Pradesh have not even 
attained the 25% level. The 
analysis highlights that the 
real benefits of telecommu- 
nications can be reaped only 
when a region passes the 
threshold penetration level 
of about 25%. However, 
many areas in India have 
still not attained that level, 
which reinforces the need for 
increasing teledensity. The 
research concludes that the 
access to telecommunica- 
tions catalyzes productivity 
and efficiency improve- 
ments, and the resultant 
benefits of economic growth 
can be shared among a 
greater proportion of the 
population. 


| Chartered Finanrial Analvet | 


MARKET NEWS 





Barack Obama’s 
Tryst with History 
Barack Obama was sworn 
in as the 44th President of 
the United States of 
America at the Capitol 
Hill on January 20, 2009. 
_ The ceremony was 
_ watched live by more than 
one million people, which 
included former presi- 
dents, Hollywood stars 
_and other dignitaries and 
Á celebrities, and millions 
more around the world on 
TV and the Internet. 
of previous generations and 
focused on themes of unity, 
responsibility and sacrifice, 
President Obama, called on 
Americans to enter a “new 
era of responsibility,” 
saying that all citizens 
should work together to 


UBS-AIG Deal 





The Swiss financial services 
major UBS Investment 
Bank has inked a pact with 
the struggling US insurance 
giant American Interna- 
tional Group (AIG) to buy its 
commodity index business 
for $150 mn. The deal would 
involve upfront payment of 
$15 mn to AIG Financial 
Products Corp for the index 
business which also includes 
the rights to the popular DJ- 
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- overcome the current 


challenges facing the nation. 


Acknowledging that 
country is “in the midst of 


crisis,” Obama vowed that 
America will overcome the 
obstacles on the path ahead, 
no matter how daunting they 
may seem. “Starting today, 
_ we must pick ourselves up, 


America,” he said. 
_ Obama, who began his 


improbable quest for 


presidency two years before 
as a little-known, first- 
term Illinois senator, 
moves into the Oval Office 
as the nation’s fourth 
youngest president, at 47, 
and the first African- 
American, a barrier- 
breaking achievement 
believed impossible by 
generations of minorities. 
=- Obama’s inauguration 


AIG commodity index. The 
leading index, which ranks 
next only to S&P GSCI, is 
quite popular among passive 
investors like pension funds 
who speculate on rising 
commodity prices. The Swiss 
bank announced that it 
would make remaining 
payments of up to $135 mn 
in the following 18 months, 
depending on the future 
earnings of the acquired 
business. 

Indeed, the reputation of 
the index suffered during 
2008, after AIG’s financial 
problems were brought to 
light. UBS’s acquisition of 
AIG business is expected to 
ease related concerns about 
the DJ-AIG index and its 
commodities investments. 
UBS reiterated that the 





has not only brought 
optimism to the people of 
America, a nation that is in 
the grip of fear and anxiety, 
following the biggest 
economic crisis since the 
Great Depression, but also 
hope to millions of people 
around the world that 
America will be more 
embracing and more open 
to change under the new 
President. 


purchased products would 
be highly complementary to 
its own UBS-Bloomberg 
Constant Maturity com- 
modity indices. The 
acquisition includess AIG’s 
trading book and its 
information technology 
platform, but does not 
include staff for the time 
being, though they have the 
option of moving to UBS at 
a later stage. Subject to 
regulatory and other 
conditions, the deal is 
expected to be closed by 
May 2009. 


Global FDI Flows to 
Dip Further in 


2009: UNCTAD 


Following the global financial 


crisis, which is wreaking 
havoc across the world, total 
FDI dwindled by 21% in 
2008 from $1.83 tn to $1.45 
tn, hitting the richer 
economies the most. As per 
the United Nations trade 
and development agency 
UNCTAD?s latest report, the 
fall is likely to continue 
unabated in 2009 also, owing 
to the unfavorable economic 
conditions such as the 
tightening of credit, falling 
profits and a gloomy 
economic outlook. 

European Union has 
witnessed an overall decline 
of 30.7%, including 51% for 
Britain, 49% for Germany, 
28% for France, 120% for 
Ireland and a whopping 
174% for Finland. However, 
a few EU members have 
seen their FDI inflows 
increase, with Sweden 
registering a rise by 74.3%, 
Denmark by 31%, and the 
Czech Republic by 25%. 

UNCTAD has reported 
that among other developed 
economies, FDI flow to Japan 
fell by 23%. Interestingly, 
FDI in US, which sparked 
the financial crisis, has just 
dropped by 5.5%. As for the 
developing economies, China 
received FDI totaling $92.4 
bn (up by 10%), India $36.7 
bn (up 6%), and Brazil $42 
bn (up 27%). However, the 
report signalled that 
developing and ex-commu- 
nist transition economies 
could be in for some serious 
trouble in 2009. The agency 
reinforced that the decline in 
FDI inflows would be more 
pervasive this year, and 
developing countries will be 
no exception to this trend. m 
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Emerging Markets 


Return of the Bea 


T 





Based on past experiences, it appears that emerging markets are entering 
a bear phase that may last for a long period of time. 


— Rakesh Gupta 


Lecturer - School of Commerce & Marketing 
Central Queensland University, Australia 





ith globalization and in- 

tegration of the global mar- 

kets, emerging markets 
have gained importance as prospective 
investment opportunities. Recently, 
these markets have attracted tremen- 
dous interest from investors across the 
world in terms of growth opportunities 
and expanding investment opportuni- 
ties for global investors. Argument in 
favor of including the emerging mar- 
kets is manifold: investors can expand 
the menu of shares available to them; 
investors can get exposure to the risk 
factors different from that of the home 
country assets; and inclusion ef emerg- 
ing markets in an optimal portfolio 
helps by shift in the mean variance effi- 
cient frontier and change in the shape 
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of efficient frontier. The main objective 
of investors in including emerging mar- 
kets in their potential portfolio origi- 
nates from the need for investors to 
look for the portfolio that provides 
them the best risk-return trade-off. 


Emerging markets 

Generally speaking, developing mar- 
kets are referred to as ‘emerging mar- 
kets’. This distinction between emerg- 
ing markets and developed markets 
should be based on theoretical differ- 
ences, between the two sets of markets 
on economic characteristics. However, 
in the literature, the distinction be- 
tween the two has been adapted from 
the term as used by the World Bank. 
The term ‘emerging markets’ arises 


from the description of emerging econo- 
mies applied by the World Bank to low 
and middle income economies. If a 
country’s GNP per capita did not 
achieve the World Bank’s threshold for 
a high-income country, the stock mar- 
ket in that country was said to be 
emerging. More recently, this defini- 
tion has proved to be less than satis- 
factory due to wide fluctuations in dol- 
lar-based GNP per capita figures. Dol- 
lar-based figures have been signifi- 
cantly affected by swings in exchange 
rates, especially in Asia. And reported 
GNP figures, since they take a signifi- 
cant time to prepare, are often out-of- 
date by the time they are released. 
Emerging markets should be distin- 
guished based on a number of finan- 
cial, economic and structural charac- 
teristics, for example, information effi- 
ciency and institutional infrastructure. 

A stock market’s institutional in- 
frastructure is characterized by taxa- 
tion of dividends and capital gains, re- 
strictions on capital flows, and the 
quality of available information. 
Some of the important characteristics 
identified in the literature in differen- 
tiating markets are: Discriminatory 
taxation; Capital flow restrictions 
and market regulation; Liquidity; 
Market activity; Market size; and 
Market pricing. 

The key characteristics of the 
emerging markets of relevance to in- 
ternational diversification are insti- 
tutional infrastructure, market regu- 
lation, liquidity, market size and mar- 
ket pricing. However, academic and 
empirical research uses World Bank 
definition of the emerging markets 
and differentiates emerging markets 
from that of the developed markets 
based on this definition. Practitioners ` 
in the investment community also im- 
plicitly use this differentiation for the 
emerging markets. 
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Emerging Markets 
ERG GING Markets 


Why invest in emerging markets 
These differences between emerging 
and developed markets are expected to 
result in gains to investors in the 
emerging markets depending on the 
degree of market integration. Global- 
ization is an important aspect that de- 
termines the degree of benefits avail- 
able to an investor who invests in these 
markets. Theoretical and empirical 
studies have found that there are still 
benefits in investing in emerging mar- 
kets for investors from developed 
economies; see, for example, Bekaert 
and Harvey (2002) and Gupta (2007) 
for a detailed literature review and 
Gupta and Donleavy (2009) for an 
L evaluation of benefits in emerging 
~ markets from the perspective of Aus- 
tralian investors. 

The main concern expressed by the 
academics and practitioners about in- 


nomic downturn, emerging markets 
have declined in value at a much faster 
pace than the developed markets. 
Table 1 shows the decline in value for 
major emerging markets and developed 
markets for the month ending October 
2008. All emerging markets in the 
sample have declined at a much faster 
rate than the developed markets. 
Tables 2 and 3 show the relative 
size of some of the emerging markets in 
the studies on testing diversification 
benefits of investing in emerging mar- 
kets. It is apparent that emerging mar- 
kets are relatively smaller in size, but 
are comparable in size with Australian 
market, which is a developed market. 
Market capitalization as a percentage 
of GDP shows the maturity of the mar- 
ket. All the emerging markets included 
in the study show a high level of matu- 
rity; the number of companies listed 


Theoretical and empirical studies have found that 
there are still benefits in investing in emerging 
markets for investors from developed economies. 


vesting in the emerging markets is the 
higher volatility of the emerging mar- 
kets. However, Gupta and Donleavy 
(2009) find benefits for Australian in- 
k vestors in investing in emerging mar- 
kets despite higher volatility. Gupta 
and Mollik (2008) look at the relation- 
ship between the changes in correla- 
tions and volatility and find that in 
most cases the volatility of the emerg- 
ing markets negatively influences the 
correlation between the equity returns 
of emerging market and Australia. The 
argument that the emerging markets 
have higher volatility and thus exhibit 
higher risk may lead investors to infer 
that the risk of investing in emerging 
markets may further increase during 
the period of downward movement in 
economy. 


«Emerging market returns 

Emerging markets have offered higher 
returns during the period of economic 
boom, now during the period of eco- 


| Chartered Financial Analyst | 


shows the depth of the market, and 
since the number of listed companies 
in these markets is comparable with 
that of the developed markets, we can 
infer that these markets are similar in 
depth and maturity. 

World’s financial markets are in a 
difficult phase. Economy is in recession 
and equity markets are on a downward 
slide globally. Academics and practi- 


Table 1: Decline in Annualized Returns 


for Different Equity Markets 





Russian RTS 





Nifty (India) 


Bovespa (Brazil) 


Hangseng 21.3 
Nasdaq 17.9 


DJ Industrial average 





ASX 200 (Australia) 





tioners have argued against invest- 
ments in the emerging markets based 
on the higher volatility and higher risk 
of the emerging markets. As can be 
seen in Table 1, the emerging markets 
have declined in value in a sample 
month much more than the developed 
markets. Table 4 shows the summary 
of monthly returns and variance for 
some of the emerging markets and 
Australia for the period of February 
1988 to December 2005. It can be seen 
in the table that the variance of the 
emerging markets for the period has 
been much higher, as compared with 
that of the developed market (in this 
study, Australia). 

Market efficiency and capital mar- 
ket line suggest that assets with 
higher volatility have higher disper- 
sion of expected returns. As the volatil- 


Table 2: Summary Stylized Facts for the Capital Markets Included in the Study 





Market Number 
of listed 


companies 


Market 
Capitalization 
(2006) % of GDP (2007) 





Market 
Capitalization 


GDP per 
Capita (PPP 
adjusted 2005) 


Brazil 497 


1,370,377 67 8,474 


Greece 282 


208,284 68 29,261 


Korea 1,648 1 


, 123,633 94 21,273 


The Philippines 206 


103,224 58 2,956 
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Table 3: Relative Proportion of the Equity 





Markets in Global Equity Index 





Market Market Weight Size 
Capitalization Relative to 


in US Australia 





















Greece 208,937 0.38 018 
Korea NA NA NA 
Philippines 65,367 0.06 0.05 
ity of an asset increases, the disper- 
sion of expected returns for the assets 
increases and the mean returns are 
expected to decline. Since the assets 
with higher volatility have higher risk 
and greater dispersion of expected re- 
turns, these assets are also expected 
to have higher negative returns, as 
compared with the assets of lower 
variance or volatility. As such, emerg- 
ing markets are expected to have 
higher negative returns in times of 
general economic slowdown that has 
caused global equity markets to de- 
cline in value. This decline is expected 
to influence emerging market equities 
more severely, as compared with that 
of the developed markets based on the 
theory. Also, historically, we have 
seen that emerging markets are af- 
fected more severely in any financial 
crisis than are expected based on eco- 
nomic fundamentals; for example, 
during the period of Asian crisis the 
devaluation of currencies in the af- 
fected countries was much greater 
than suggested by economic funda- 
mentals. 


Table 4: Summary Statistics of the 


Returns Data 
Mean Variance Min 





Market Max 





















Brazil 0.033 0.039 -0.669 0.954 


Ft 













Greece 0.014 0.011 -0.233 0.524 
Korea 0.011 0.011 -0.282 0.556 


Philippines 0.009 0.008 -0.274 0.454 
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Emerging markets, in the past 
(excluding the recent past when all 
the equity markets around the world 
are experiencing a sharp decline in 
values), have experienced higher vola- 
tility. During the period, these mar- 
kets also exhibited higher than ex- 
pected returns than the developed 
markets. As shown in Table 4, mean 
returns for Australia is 0.006 per 
month, which is the lowest in the 
sample; all emerging markets exhibit 
mean returns more than Australian 
equity market. Table 4 also shows 
that volatility of emerging markets 
(as measured by variance of the mar- 
kets) is greater than the Australian 
equity. Based on the above informa- 
tion, it can be speculated that during 
the current crisis it is more likely 
that emerging markets will have 
higher negative expected returns as 
compared with that of the returns of 
the developed markets (see Table 1). 
Investors can benefit from this under- 
standing by short selling emerging 
market assets to gain from the nega- 
tive expected returns in the emerging 
markets. The key to success with this 
strategy depends on the accurate es- 
timate of the volatility of the markets 
and the correlations between the as- 
sets of the markets being considered 
for investment. 


Investing in emerging markets 
in the current economic 
scenario 

To make best use of the opportunities 
that the emerging markets provide, an 
investor must understand the dynam- 
ics of the emerging market returns. 
Since emerging markets have higher 
volatility and during the current eco- 
nomic environment it appears that 
emerging markets are likely to exhibit 
higher negative returns as compared 
with that of the developed markets, it 
may be advisable to short sell the as- 
sets in these markets. 

However, it is noted that inves- 
tors do not make decisions of invest- 
ments in emerging markets in isola- 
tion, as the investors will have invest- 
ments in multiple markets, and 
emerging market is only one asset 


by economic theory.s= 


class that they may consider for ir 
vestments. Generally, most investor 
use a complex optimization techniqu 
for making asset allocation decision: 
Optimization may require short sel. 
ing emerging markets to benefit fror 
the higher negative returns in emerg 
ing markets. It appears that if thi 
strategy is pursued, emerging maz 
kets can provide higher risk adjuste 
returns to a global investor. 


Long-term bear phase 
Based on past experiences, it appear 
that emerging markets are enterin; 
into a bear phase that may last for : 
long period of time. It may so happer 
that this decline in values may las’ 
beyond the time the financial crisis ir 
the rest of the world lasts. This may 
happen for a multitude of reasons. 
Firstly, currently emerging mar 
kets are exhibiting higher negative 
returns and higher volatility, as com. 
pared with that of the developed mar. 
kets. Based on this information, an 
optimization model is expected to al- 
locate higher negative weights (short 
selling) to the emerging market as- 
sets. Secondly, allocation of higher 
negative weights to emerging mar- 
kets gives a perception of higher fu- 
ture negative returns for the emerg- 
ing markets. This will cause more 
short selling in the emerging mar- 
kets, which will lead to revision of 
markets’ perception of the emerging 
markets returns to be further nega- 
tive and volatility to be further 
higher. This may give rise to a self- 
fulfilling equilibrium that may cause 
the returns of the emerging markets 
to re-estimate itself negatively. 
Finally, the developing markets 
in the past have demonstrated a phe- 
nomenon of receiving unreasonable 
hammering during the period of eco- 
nomic downturn; for example, the 
Asian crisis of 1997-98. All these 
may lead to a long-term bear phase in 
the emerging equity markets that 
could be more than a healthy correc- 
tion of the markets and/or provided 
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China’s central bank looks at implementing a ‘moderately loose’ monetary 
policy in an effort to fend off slowdown fears in the wake of the global 


financial crisis. 





n December 22, 2008, the 

People’s Bank of China (PBC) 

lowered the key interest rates 
for the fifth time in the last three 
months, in a hint that the worlds fast- 
est growing economy might be sipping 
down for the first time in decades, af- 
fected primarily by the recent global fi- 
nancial crisis. The Chinese apex bank 
trimmed both the ene-year benchmark 
lending rates by 0.27 percentage points 
and also pruned the reserve require- 
ment ratio for financial institutions by 
0.5 percentage points as a part of its 
move towards implementing a ‘moder- 
ately loose’ monetary policy. 

The twin rate cuts, which aim to 
lower the cost of bank loans, are the 
first of its kind in the last six years since 
February 2002. The rate cuts imple- 
mented by the central bank, however, 
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are not all that surprising given that of- 
ficial statistics projected a grim sce- 
nario for the Chinese economy, which 
grew at its three-year lowest rate of 9% 
in the Q3 2008, and that a World Bank 
forecast suggested a much lower growth 
of 7.5% (lowest in the last two decades) 
in 2009, down from 9.4% in 2008, driven 
by weak exports, which headed south for 
the first time in the last seven years 
since June 2001, as international de- 
mand weakened. 

Nevertheless, some experts felt sur- 
prised at the swiftness at which these rate 
cuts were implemented. “We all knew that 
there would be a monetary policy relax- 
ation in China, but we didn’t expect the 
move would be so quick,” Gao Huiqing, 
Economist at the State Information Cen- 
tre, a government think-tank in Beijing, 
was quoted as saying by Bloomberg. 


China embarked on a rate cut spree 

in September 2008 for the first time in 
six years. So far, it has lowered interest 
rate by 216 basis points, including a cut 
of 108 basis points on November 26, the 
biggest in 11 years. The interest rate 
and reserve requirement cuts are deci- 
sive at a time when the Consumer Price 
Index (CPI), which was at a 12-year high 
in February 2008, dropped to 2.4% in 
November, thus giving the authorities 
enough scope for further rate cuts. 
The country has also gone for a 17% in- 
crease in the 2009 M2 money supply— 
the broadest measure for the nation’s 
money supply that includes cash in cir- 
culation plus all deposits and upped 
bank loans by more than 100 bn yuan 
(US$14.6 bn) over 2008 levels. China’s 
M2 money supply growth target for 
2008 was 16%. “(China’s) Monetary 
policy is now all about freeing up funds 
to be lent to government-backed invest- 
ment projects, as well as driving down 
borrowing costs,” said Stephen Green, 
an Economist with Standard Chartered 
Bank. 

Nonetheless, a combination of lower 
interest rates and reserve requirement 
ratio would be favorable for banks, for it 
would widen the gap between lending 
and deposit rates. For instance, about 
90% of domestic banks’ profits come 
from the rate gap, which had been nar- 
rowed by earlier asymmetric rate cuts. 
At the same time, lower lending rates 
would lessen enterprises’ financing 
costs and improve their investment 
sentiment. Cheaper financing would 
also make borrowing less of a burden for 
companies and thus would lower banks’ 
bad loan ratios. Increase in money sup- 
ply would encourage investment and 
stimulate domestic demand. 

Many experts say that low interest 
rates may spur consumer spending and 
thus reduce unemployment in the 
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China’s Monetary Policy 


“This reversal of policy is necessary, but given the size of the problem, monetary 
policy alone will not be enough to prevent the economy from slowing considerably.” 


How do you see the recent monetary measures taken by China to deal 
with the economic slowdown? 


high, but it is a price which the leadership believes is worth 
paying in the current situation. 


Although China’s economic growth rate is still the envy of Solely depending on yuan depreciation to promote exports is not a 


many countries now facing a recession, the slowdown in 
China’s growth rate is causing serious con- 
cern to China’s leaders. The latter estimate 
that economic growth must continue at a 
minimum of 8% p.a. in order to absorb new 


good policy for China or for other economies. Please elucidate. 
Given China’s very large (although falling) 
trade surplus, especially with the US, it is 
frequently argued that China has an under- 
valued exchange rate. For many years, the 


_ workers into the labor force and, by implica- Paul Bowles US, European and Japanese governments as 
A tion, preserve social stability. Up until the Professor of Economics well as the IMF have been urging China to 
end of August, the concern was more with University of allow the yuan to appreciate to help resolve 
inflation, and interest rates had been con- Northern British Columbia ‘global imbalances’. A depreciation of the 
tinuously inching up, as had bank reserve Canada yuan now would likely be seen as an unwel- 


ratios. China still uses quantitative con- 

trols as well. Since the end of August, how- 

ever, the policy environment has com- 

pletely changed and interest rates are now 

falling. This reversal of policy is necessary, but given the size 
of the problem, monetary policy alone will not be enough to 
prevent the economy from slowing considerably. 

Are you of the opinion that the recent cut in the interest rate could help 
China stimulate economic growth? 

Yes, the interest rate cuts will help stimulate economic 
growth. But they are insufficient on their own to solve the 
problem. That is why the central and provincial governments 
have also announced huge infrastructure building programs, 
with everything from buildings to transportation receiving a 
major boost. This fiscal stimulus, with spending directed to 
infrastructure, is similar to the response followed by the gov- 
ernment in the wake of the Asian financial crisis in 1997-98. 
This type of spending has a high employment multiplier and is 
intended to ease the impact of the loss of jobs on the export 
sector. So monetary policy will contribute to increasing growth, 
but the direct spending measures will be more important. 

Do you feel that China could facilitate the exporters by allowing yuan 
depreciation against the greenback at this point of time? 

The appreciation of the yuan has already been stopped and 
the direction is now towards depreciation. This will boost ex- 
port competitiveness, but again is not the only policy tool 
which the government is using. There is an elaborate tax re- 
bate scheme for exporters which the government has used 
frequently to guide export composition and volume. These tax 
rebates for exporters (up to 17%) have recently been increased 
f for most exporters. So, to retain export competitiveness, 
China’s policy makers use both the exchange rate and the tax 
rebates for exporters. The budgetary costs of the latter are 
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come and aggressive policy by these coun- 
tries as well as by other competitor develop- 
ing countries. One problem here though is 
that it is unclear what the ‘equilibrium ex- 
change rate’ is for China, given its capital controls. There is, 
as a result, divided opinion among economists about the ex- 
istence and size of any yuan undervaluation. Even so, signifi- 
cant yuan depreciation is unlikely to be good for other econo- 
mies and will worsen global imbalances. That said, it may be 
beneficial for China in the short run. In the long run, however, 
China will not rely on yuan depreciation to promote exports 
but will concentrate on moving up the technological ladder 
and exporting higher value-added goods. China has already 
been remarkably successful in pursuing this policy. 
What type of other monetary measures should China follow to address 
issues like rising job losses and lower production? 
The Chinese financial system is still heavily dominated by 
state-owned (or state-controlled) banks. Although WTO entry 
has increased competition, it is still the case that the domestic 
banking system remains overwhelmingly national in character. 
This means that state-owned enterprises can continue to be sup- 
ported through the banking system which could minimize job 
losses in this sector. The small and medium export-oriented en- 
terprises in the Pearl and Yangtse River Deltas, however, are 
also suffering loss of markets and are closing down in significant 
numbers, resulting in mounting job losses. In many cases, these 
firms are foreign-owned or joint ventures. Many foreign investors 
are simply walking away and leaving workers with no benefits or 
redundancy payments. In a country such as China, with rudimen- 
tary state benefits for unemployed workers, this has become a 
major problem which needs to be solved by a more extensive 
social security program. But this is a tall order, especially in the 
current economic downturn, when it is most needed. 
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world’s most populous and the fastest 
growing nation. The reduced reserve re- 
quirement would also free up more 
money into the banking system for pos- 
sible lending. 


‘Yuan Depreciation’ approach 
After the significant interest rate cuts, 
possibility of a depreciation of the yuan 
is gaining currency among investors. 
The Governor of the PBC, Zhou 
Xiaochuan, has already pointed out 
that he did not keep out the possibility 
of depreciating the yuan in order to off- 
set the striking fall in exports. The Chi- 
nese central bank had tried to keep the 
yuan stable amid worries over possible 
capital outflows as Chinese asset 
prices fell. 

However, the yuan’s exchange rate 
dropped to 6.85 after the PBC’s rate 
adjustment. The value of the yuan 
against the greenback touched the bot- 
tom of the allowable range. Falling de- 
mand in the US and the European 
Union, China’s key export markets, has 
become a main source of downward 
pressure on the Chinese currency 
against the greenback. It is no surprise 
then that Beijing may prefer a deprecia- 
tion of the yuan to revive experts, the 
mainstay of its economy, and thus re- 
duce domestic unemployment pres- 
sures. A section of experts even antici- 
pate that the yuan may continue to get 
weaker and depreciate even further in 
the future. 

However, the yuan devaluation will 
create more anxiety (for the US) and only 
add to China’s growing trade imbalance 
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with Uncle Sam. According to Frank 
Gong, Chief China Economist of JP Mor- 
gan Chase, “Chinese exporters are still 
outperforming (other countries). China 
should not resort to devaluation and it 
would be a wrong policy.” 


Tougher challenges ahead 

The outlook for China’s economic and fi- 
nancial system is grim and the Chinese 
banks will face increased challenges in 
2009. The relatively loose monetary 
policy, which is being followed now to 
fend off a possible slowdown, may not 
augur well for China’s emerging prop- 
erty and stock market, and may even 
result in more problems for China’s 
banks and a flimsy financial system, 
and even put job security and social sta- 
bility at risk. 

A sharp depreciation in exchange 
rate may cause several depressing im- 
pacts, including escalating capital out- 
flow and rise in trade friction and protec- 
tionism. Besides, there are fears that 
yuan depreciation may cause inflation to 
rise again; China was suffering from high 
inflationary pressure in the first half of 
2008. “The government has switched 
from battling inflation in the first half of 
the year to guarding against the risk that 
falling prices will contribute to the 
economy spiraling down,” commented 
Business Times. Inflation fell to touch its 
22-month low in November 2008. 

It would be wise if China keeps the 
yuan exchange rate at a ‘reasonable and 
balanced level’, while improving the 
flexibility of the exchange rate. Improv- 
ing the export tax rebate system, im- 


proving export credit insurance and 
making trade more convenient may 
also be helpful to improve exports. A 
section of experts suggest that China 
should opt for an independent monetary 
policy oriented to domestic objectives. 
Focusing on price stability, as many ex- 
perts say, is the best way to attain the 
broader objectives in the agenda of the 
Chinese central bank, which include 
macroeconomic and financial stability, 
high employment growth, etc. A mini- 
mum set of financial sector reforms too 
is needed to realize a low inflation ob- 
jective. There is also a need to revisit 
China’s policy of accumulating foreign 


exchange reserves through expansion of | 


the trade surplus. 

China’s top priority in 2009 is to 
maintain a stable and reasonably good 
pace of economic growth amidst deep- 
ening economic crisis worldwide. On 
the positive, the country is now in a 
better position to adjust its monetary 
policy further if it needs to, given that 
its interest rates remain higher than 
US and Japanese rates. “Compared 
with the 0-0.25% of the US federal 
funds rate or the 0.1% of Japan’s over- 
night rate, we are in a great position to 
move forward or backward,” said the 
Deputy Governor of the China’s central 
bank Yi Gang and Zhang Fan of Peking 
University. 

However, China’s central bank, in a 
recent report, has made it clear that it 
would further use a broad range of mon- 
etary options. “When necessary, innova- 
tive financial tools will be used to main- 
tain reasonable liquidity in the mar- 
ket,” the central bank said in a state- 
ment. The bank would further use inter- 
est rates, reserve requirements, open- 
market operations and innovative finan- 
cial tools for the moderately-eased mon- 
etary policy, aiming at a growth rate of 
8% in 2009. 

While the loose monetary policy may 
also lead to more financial risk-taking 
and thus impact the banks’ balance 
sheets, the results on the economic front 


are a little far away and can be seen only 


in the long run.# 


— Amit Singh Sisodiya and Siba Prasad Pothal 
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A World Trade 


In Free Fall 





With the global economy facing the worst recession and the resultant risk of 


protectionism, global trade could be the next casualty. 





t is incredible that a small crisis, 

which began in some remote sec 

tion of US mortgages, has brought 
forth the current crisis of global propor- 
tions. It is no longer a ‘financial crisis; it 
has instead turned into a ‘real’ crisis, 
touching upon every sphere of the globe 
from Washington to Tokyo. US and a 
host of developed countries, including 
Germany, Japan and UK, have officially 
slid into recession, casting a shadow on 
the real demand for goods and services 
across the world. Even a world reces- 
sion, akin to that of the 1930s, is not 
being ruled out. Leading economists 
fear that if 2008 was a year of financial 
crisis, the consequences of that crisis on 
the real economy and global trade 
would make 2009 a year of declining 
trade. According to data from the WTO, 
the quantum of world trade is being ad- 
versely impacted by the crisis. Growth 
in world trade slipped to 6% in real 
terms in 2007, down from 8.5% in 2006: 
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and in 2008, the volume of interna- 
tional trade shrank by 2%, 27 years 
later, after it last shrank in 1982. Most 
countries have also reported double- 
digit declines in exports in 2008. 

Economists reckon that trade and 
global commerce would be the first ca- 
sualties of world recession. Many stud- 
ies in the past have proved that there 
will be an acute drop in the world trade 
during recessions. Keeping aside the 
economics, currently, a host of factors 
like widening trade deficits of many 
countries, their depreciating currencies, 
rising unemployment levels, and falling 
production are likely to increase the 
threat of ‘economic nationalism’, forcing 
the political leaders to adopt ‘beggar 
thy neighbor’ policies (policies that seek 
benefits for one country at the expense 
of others). 

Change of guard in the US and their 
stance towards the world trade, espe- 
cially towards the closure of the Doha 





round of trade negotiations, rising pro- 
tectionist connivery, increasing role of 
emerging economies, and the role of 
WTO are prima facie posing new chal- 
lenges to the world trade. 


Barriers to trade 

The Economist magazine warns about 
the looming risk of protectionism, which 
originated in the US with the infamous 
Smoot-Hawley legislation during the 
1930s. The legislation had increased 
the tariffs on 890 items in US as a mea- 
sure to protect US industries affected 
by the Great Depression. Later, a simi- 
lar legislation followed in the Europe. 
Consequently, a number of countries 
had to end trade with US and Europe, 
which further deepened the global re- 
cession. Though economists opine that 
the current crisis is not as serious as the 
1930s’ depression, major economies are 
being supported by huge increases in gov- 
ernment spending, bailouts and nation- 
alization of key industries. This indicates 
that the power of governments over the 
markets is increasing and the govern- 
ments may take more harsh steps to pro- 
tect their industries. 

Developed countries, including US 
and EU, are keen on protecting their do- 
mestic industries by creating more jobs 
at home. Obama also hinted at, in his 
election campaign, measures like cut- 
ting tax sops to companies that 
outsource their jobs to other countries. 
Developing countries adopt various tar- 
iff barriers such as raising import tariffs, 
reducing export tariffs, and imposing 
anti-dumping or countervailing duties 
on imports. However, the imposition of 
tariff barriers by one country forces the 
other countries to impose counter duties, 
leading to tariff wars, which further lead 
to a drastic decline in the world trade. 
Leaders of G20 countries—when they 
met in November 2008 to formulate 
strategies for overcoming the effects of 
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INTERVIEW 


“It is extremely important for world leaders in all fields to make people aware that 
protectionist policies mean declining trade and falling incomes for everyone.” 


Many developed countries in the world are now officially in recession. 


What are the effects of these developments on global trade? 


There are three important impacts of the current global eco- 


nomic contraction on global trade. 

The direct effects of falling incomes 
and GDP on demand for imported 
goods and services: Consumers are reduc- 
ing purchases and hoarding cash, especially 
in the US where individuals have with- 
drawn $50 bn from bank accounts in recent 
months to hold as currency. The visible im- 
pact was the disappointing Christmas sea- 
son for retailers and manufacturers, which 
led to sharp price discounts. Businesses are 
also buying fewer imports, deferring capital 
spending projects and delaying ordinary 
maintenance of fixed assets to conserve 
cash. Global trade declines as a result. 

The indirect impact of the global 
capital market crisis on global trade: 
The current global slowdown is not a textbook recession 
caused by reductions in consumer or business spending. It 
was triggered by a collapse of global capital markets, which 
began in 2007, when investors lest faith in their ability to 
understand and value the cash flew streams embodied in le- 
veraged loans and mortgage-backed securities. For more than 
a year, the problem has not been the cost of money; it is the 
fact that capital markets have been operating in non-price 
rationing mode. Borrowers have not had access to capital at 
reported prices. This has an extremely negative impact on 
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global trade by restricting the ability of would-be importer: 
and exporters to acquire the letters of credit and other work 
ing capital loans necessary to engage in trade across coun 
tries. 

The impact of growing social and po. 
litical instability on global trade: Falling 
home prices, stock prices and incomes across 
the world have badly frightened people every- 
where, leading to growing social and political 
instability and increased conflict among 
groups. In this situation, people turn to their 
political leaders and demand to be protected 
from the global forces that caused the slow- 
down. Protectionism is on the rise every- 
where, most recently in the call for ‘Buy 
American’ restrictions in the legislation, au- 
thorizing further bailout funds in 2009. This 
is spreading across the globe like a malicious 
virus. 

Which other countries do you think are especially 
vulnerable to changes in world trade in the current scenario? How can 
they cope with the changes? 

All people, in all countries, are vulnerable to a decline in glo- 
bal trade. Some countries, however, are especially vulnerable. 
Commodity and energy exporting countries: These in- 
clude Brazil, Argentina, Chile, Australia, New Zealand, Indo- 
nesia, Malaysia, Thailand, Gulf region oil producers, Russia, 
and Venezuela. During the strong global growth period, which 
preceded the current collapse, global growth was driven by 
China, India and other emerging economies, which increased 


US-originated financial crisis—resolved 
not to resort to protectionism moves and 
to work towards increased trade liberal- 
ization. Ironically, most of the countries 
have broken the resolution and are 
openly laying down protectionism mea- 
sures. To name a few, countries like In- 
dia, Russia, Indonesia, France, Argen- 
tina and Brazil raised tariffs on their im- 
ports in 2008. 

As per WTO rules, various countries 
can impose tariffs on various goods up 
to a certain limit. Over the past two de- 
cades, almost all the countries have 
unilaterally cut tariffs to well below 
those limits. During this period, while 


18 | February 2008 | 


tariffs on goods fell from a worldwide 
average of 26% in 1986 to 8.8% in 2007, 
trade has grown twice (in percentage) as 
fast as the world output. So countries 
have plenty of room to raise them with- 
out breaking any WTO rules. According 
to a research by Antoine Bouet and 
David Laborde of the International 
Food Policy Research Institute in 
Washington, DC, if all countries were to 
raise tariffs to the maximum allowed 
limit, the average global rate of duty 
would be doubled, and as a result, glo- 
bal trade could shrink by 7.7%. Also, the 
institute predicts that more than $1 tn 
in world trade could be at risk if Doha is 


not concluded soon. 

Apart from imposing tariff barriers, 
most of the countries are bent upon im- 
posing other barriers like increased 
subsidies to the domestic industries, 
higher export rebates, and competitive 
devaluation of currencies, which act as 
disguised trade restrictions. In order to 
protect its exports, China is pursuing 
devaluation of ‘yuan’. Vietnam and 
Russia have already devalued ‘dong’ 
and ‘rouble’ respectively to safeguard 
their exports. Economists opine that if* 
many other countries also adopt this 
method of competitive devaluation of 
their currencies, the world trade would 
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the demand for oil, gas, coal, steel, copper, lead, driving com- 
modity prices higher. Commodity exporting countries boomed 


+ as their revenues benefitted from rising volumes and higher 


prices. During the slowdown, these forces are working in the 
reverse. Global economic contraction means both falling vol- 
umes and falling prices for commodity exporters, which has 
dramatically reduced their cash flow. In the Gulf region, this 
has been compounded by losses in bond, equity and property 
markets, leading to a collapse of the property market in Dubai 
and in the cancellation of major investment and construction 
projects. In less wealthy commodity exporting countries, the 
disappearance of foreign investors has meant cancelled or de- 
layed investment projects. All drive global trade lower. 

Fast-growing emerging economies: Especially, India 
and China, with large appetite for Foreign Direct Investment 
(FDI) to fuel growth. Sustained high levels of economic growth 
require steady access to FDI and the management and tech- 
~ nological expertise that accompany foreign investment. 
Cash-strapped foreign investors are slowing investment 
projects. 

Extremely poor countries: Examples, sub-Saharan Af- 
rica, Haiti, North Korea. Many poor countries that have not 
yet found a way to grow and provide rising incomes to their 
people are dependent on the generosity of other, richer na- 
tions. When rich nations suffer economic decline, their appe- 
tite for charitable giving declines as well. 


What are the new challenges to world trade under the new regime in 
US? 

During the 2008 election campaign, candidate Obama made 
repeated references to the damages suffered by the American 
middle class caused by global trade. He received strong sup- 
port from labor unions for promising to protect their members 
from global competition. Now, we will have to wait and see if 
the campaign promises are translated into protectionist poli- 
cies. At this point, it is too early to tell the result. Recent calls 
for ‘Buy American’ restrictions in proposed bailout legisla- 
tion, however, are not a good sign. 


Economists fear that there is a looming threat of protectionism in the 
current scenario and there is a possibility for countries to impose trade 
barriers, leading to tariff wars. Also, in the wake of failed Doha round of 
negotiations, how do you think WTO can play an effective role in setting 
up a new world trade order? 

Protectionist policies are always and everywhere driven by 
local politics. Global organizations like WTO have a difficult 
time coming to grips with these pressures. It is extremely im- 
portant for world leaders in all fields to make people aware 
that protectionist policies mean declining trade and falling 
incomes for everyone. The last time the world succumbed to 
political pressures for protection, the result was an extended 
global depression and World War II. We cannot afford to let 
that happen again. I would like the WTO to take a much more 
aggressive role in teaching people in all countries that growing 
and vibrant trade among nations is a necessary feature of 
global prosperity and a peaceful world. 


Could you highlight the role played by developing countries in the cur- 
rent scenario? 

Developing countries are always more vulnerable to economic 
downturns than more developed countries. The lion’s share of 
capital is located in developed countries; growth opportuni- 
ties are concentrated in developing countries. During times of 
prosperity, developed country investors advance capital to de- 
veloping countries to capture relatively high returns. During 
downturns, investors become frightened and abandon devel- 
oping country investments in search of safety. The resulting 
capital outflows can cripple a developing country economy and 
cause enormous suffering for people who can least afford it. 


Any other comments? 

Long-term growth fundamentals are still strong for developing 
countries and for the overall global economy. Global capital mar- 
kets will once again provide capital. Economic growth will re- 
sume and trade will grow again. All are driven by people’s desire 
to use their energies to improve the lives of their families. During 
this difficult time, we must not lose faith in the future. 


certainly deteriorate rapidly. There are 
also other, more subtle, means of protec- 
tion being adopted by the countries. Ac- 
cording to Marc Busch, Professor of 
Trade Policy at Georgetown University 
in Washington, DC, “Health and safety 
standards, labor standards and techni- 
cal barriers to trade, such as licensing 
and certification requirements, may be 
imposed to shield domestic industries.” 

In this backdrop, economists opine 
that completion of the stalled Doha 
¢ round of negotiations aimed at trade 
liberalization would help reduce the 
gap between actual and maximum tar- 
iffs. This would also bring in a consen- 
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sus between the developed and develop- 
ing countries. 


Free trade fallacy 
Of late, many countries are seen encourag- 
ing unilateral and bilateral trade agree- 
ments rather than multilateral trade 
agreements. Therefore, a multilateral 
trade pact with liberal rules took shape in 
the name of Doha negotiations, which 
never materialized. Eight rounds of nego- 
tiations in seven years (2001-2008) have 
proved to be futile attempts by the WTO. 
In the wake of impending protection- 
ism and imbalances in the world trade, 
Pascal Lamy, the Director-General of 


WTO, is keen on working at a consensus 
between the developed countries (led by 
US, EU and Japan) and developing 
countries (led by India, Brazil, China 
and South Africa) on various issues like 
agricultural subsidies and the rules re- 
lating to Non-Agricultural Market Ac- 
cess (NAMA). Developing countries, es- 
pecially India and South Africa, have 
opposed these rules laid by the devel- 
oped countries. They contend that the 
developed countries are using agricul- 
tural subsidies as trade barriers, which 
depress prices of agricultural products, 
thereby squeezing farmers in poor coun- 
tries out of the market. 
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The WTO tried hard to push through 
the negotiations in Deeember 2008 but 
the attempt backfired as the US and 
other developed countries are lately try- 
ing to make ‘sectorals’ binding on the 
developing countries. According to the 
new text, if the Doha deal is struck, the 
developing countries have to completely 
slash the import duties on nearly 14 
identified industrial sectors like chemi- 
cal, electrical, electrenics, etc., apart 
from adhering to the proposed formula- 
based import duty cuts that every coun- 
try has to follow if linked to Doha deal. 
The developing countries, especially 
India and China, fearing that these 
rules would damage their domestic in- 
Custries, are bent upon not accepting 
the rules. Moreover, these countries 
view that the Doha text lacks discus- 
sions on contentious issues concerning 


test for his government—first, to rebuild 
the US financial sector, and second, to 
play a constructive role in international 
trade front. His promises during his elec- 
tion campaigns, which gave indications 
of his willingness to adopt many a protec- 
tionist measures to tackle problems at 
home, are worrisome to most of the de- 
veloping countries. 

The twin deficits of US—current ac- 
count and budget deficits—coupled 
with strengthening dollar are certainly 
issues that demand immediate atten- 
tion. Economists predict that the dollar 
at the present level or at a higher level 
would distort free trade on two counts— 
on the macroeconomic side and political 
side. On the macroeconomic side, a 
strong dollar will add to recession woes 
in the US. Consumption and invest- 
ment are already severely affected by 


Developed countries are trying to impose rules, 


which are favorable to their economies, on the 
developing countries in the name of trade liberal- 


ization. 


special safeguards mechanism, intel- 
lectual property rights, rules governing 
services, disputes-settlement mecha- 
nism, and trade-distorting subsidies. 
All this signifies that the developed 
countries are trying to impose rules, 
which are favorable to their economies, 
on the developing countries in the name 
of trade liberalization. Trade liberaliza- 
tion is possible only when the developed 
countries are willing to abandon their su- 
periority and work together with devel- 
oping nations to formulate free trade 
rules applicable throughout the world. 


The Obama factor 

The US role in balancing the global 
trade is very obvious. However, the 
Doha round of negotiations that began 
under the regime of George Bush is left 
incomplete. Therefore, it is but natural 
for the world to await the initiatives by 
the President-eleet Barack Obama who 
has taken over at a time of crisis. Econo- 
mists are of the view that it is a litmus 


20 | February 2009 | 





the financial crisis, and a rising dollar 
would reduce net exports as well. There- 
fore, the new President has to adopt an 
economic stimulus package to avert fur- 
ther recessionary blues while boosting 
domestic demand. On the political side, 
an appreciating dollar forces the US 
manufacturing sector to face a tough 
competition from abroad. Since the 
American middle class has been the fo- 
cus of Obama’s election campaign, he is 
expected to adopt certain protectionist 
measures to save the American indus- 
try and the middle class. Already his 
proposed stimulus package, which is to 
be approved by the Congress, dwells on 
tax cuts of nearly $300 bn over the next 
two years and creating or preserving 
three million jobs over next three years. 
So, harsher measures from the Obama- 
led government cannot be ruled out. 
Economists opine that the new 
President may support the US role in 
WTO but may concentrate primarily on 
imposing labor and environmental 


standards on US trade partners and act 
slow on subsidies, dumping, and other 
unfair trade practices. Already groups 
representing agriculture and manufac- 
turing sectors are vehemently opposing 
the liberalized tariff structure. Also, US's 
recent tariff wars with China for dumping 
its products cheaply in the US market 
and US trade deficit of -$233 bn to China 
are expected to pose challenges for the 
new President. China’s trade surplus and 
likely revaluation of its currency ‘yuan’ 
against dollar may fuel more trade distor- 
tions between US and China. Already 
there is much pressure on the President to 
be tough on trade with China. Obama’s 
stance on trade policy is a matter of con- 
cern to leaders of various countries. 


A new trade order in the offing? 

Failure of Doha round in Geneva in July 
2008 and the abandoned round in De- 
cember 2008—as a result of strong ob- 
jections by the emerging economies like 
India, China and Russia—are indeed 
sending signals that the US and the EU 
can no longer dictate terms to the devel- 
oping countries. In fact, since the begin- 
ning of the Doha round in 2001, the 
rules framed by developed countries 
were collectively rejected by the emerg- 
ing nations. Many economists feel that 
India and China could play a significant 
role in the coming years in shaping the 
emerging world trade order. Inclusion of 
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these two countries, along with Brazil, 
_ Russia and South Africa, in the G20 

_meeting that was held in November 
2008 demonstrates that there is a 
change in perception of the developed 
countries towards the emerging econo- 
mies. Therefore, there is every chance 
that the power enjoyed by US and other 
developed economies may shift towards 
these economies. 

The present recession is viewed by 
most of the economists as a blessing in 
disguise for the Obama government to 
prove its stance on free trade. However, 
he is not expected to adopt the stance of 
President Hoover, who allowed the pas- 
sage of Smoot-Hawley legislation in the 
1930s, inviting trade break-ups with 
many countries. The current situation 
demands an extraordinary political 
leadership from US and China. It is ex- 
pected that both avoid beggar-thy- 


veloped countries lament that US is 
acting as the de facto ruler/deviser of 
WTO and that the organization does 
not act on its own. It is believed that US, 
with support from EU and Japan, is try- 
ing to impose beggar-thy-neighbor rules 
through WTO. However, the developing 
nations, which are dissatisfied with 
this stance, raised their voice in the 
Doha round of negotiations. Many 
economists warn that if this continues, 
the credibility of the WTO would be ir- 
reparably damaged. Therefore, by all 
means, there is a tremendous pressure 
on the WTO to push on with the Doha 
round and liberalize trade rules. 

In these recession times, countries 
are seeking to undertake protectionist 
measures, while not breaking the rules 
of WTO. So, though they seem to be 
proper in the eyes of WTO, their mea- 
sures are painful to their trading part- 


There is an urgent need on the part of the WTO to 
come out with a comprehensive multilateral rule 
to give ample scope for the countries to trade 


freely. 


neighbor policies. Proper closing of the 
Doha round would undoubtedly estab- 
lish Obama’s multilateral credentials. 


Towards a fairer trade 
When so many countries and leaders 
are involved, with US at the epicenter, 
the role of even a multilateral organiza- 
tion like WTO is being highlighted. The 
organization is applauded many a time 
in the past for acting promptly in case of 
trade disputes and so on. Presently, 
when it is required to play a dominant 
rolein addressing the growing risk of re- 
cession and protectionism, the trade 
body appears weak and lacks a clear 
Strategy to carry out its mandate. Firm 
trials by an ambitious chief like Pascal 
Lamy, who is keen on pushing through 
the Doha round, are also not paying off. 
ai All this only raises doubts about the ef- 
ficacy of the WTO, which claims itself as 
the bulwark against protectionism’. 
Developing countries and underde- 
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ners. Therefore, WTO should try to do 
away with such loopholes so that it can 
truly contribute to free trade. 

Arvind Subramanian of Peterson 
Institute writes that Doha round of ne- 
gotiations does not provide a full- 
fledged answer to the current trade 
problems. Many countries are creating 
more dangerous forms of barriers to 
trade like granting subsidies to agricul- 
ture, forming oil cartels and thereby dic- 
tating the price of oil, tinkering with the 
exchange rates, etc. So he strongly ar- 
gues that such issues should be ad- 
dressed by the WTO while framing mul- 
tilateral trading rules. The US-origi- 
nated financial crisis has definitely cre- 
ated new challenges to the WTO. It is to 
be seen how the organization helps the 
world achieve free and fair trade. 


Looking beyond Doha 
Though WTO’s role is highlighted in com- 
pleting the Doha rounds of negotiations, 


it is pertinent to give a thought as to 
whether Doha is the end of all trade 
troubles. Arvind Subramanian of 
Peterson Institute writes that the Doha 
round of negotiations do not provide a 
full-fledged answer to the current trade 
problems. He argues that though coun- 
tries are looking to Doha negotiations to 
build a stage for liberal multilateral 
trade, certain issues that Doha does not 
address also cannot be overlooked. 

Concerns are expressed that Doha 
does not address the novel forms of trade 
protectionism used by many countries, 
viz, granting subsidies to agriculture and 
other domestic industries, forming oil car- 
tels thereby dictating the price of the oil, 
tinkering with the exchange rates, impos- 
ing environmental limitations, etc. Also, 
it is criticized for providing limited insur- 
ance to reversal of trade policies by coun- 
tries. New multilateral rules are needed 
to address trade distortions arising from 
such actions by the countries. 

Therefore, economists opine that 
even though the Doha round ended on a 
positive note, many issues are still left 
unresolved. Thus, looking beyond Doha is 
all the more required at this stage. There 
is an urgent need on the part of the WTO 
to come out with a comprehensive multi- 
lateral rule, including exchange rates, en- 
vironment, state aid, and oil and agricul- 
tural markets. A broad agenda would 
certainly give ample scope for the coun- 
tries to trade freely. 

From the countries’ perspective, ev- 
ery country—developed or developing— 
has to refrain from blaming other coun- 
tries or the multilateral trading rules, or 
the WTO has to take it upon itself as a 
moral responsibility to ensure that it 
would not distort global trade in any 
manner. This may sound ironical, but 
some economists suggest that Doha can 
be scrapped and instead a new round of 
negotiations that include the latest con- 
cerns can be initiated. The US-origi- 
nated financial crisis has definitely un- 
earthed many issues and thus created 
new challenges to the WTO. It remains to 
be seen how the organization is going to 
help the world get free and fair trade.= 


- T Jyotsna 
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Overseas Acquisitions 


A Dying Breed? 


in recent months, outbound deals from India Inc. have somewhat 
evaporated due to acute liquidity crunch and poor run of the equity 
markets across the globe as well as in India. But once these adverse 
conditions turn positive, the outbound deal activities are likely to bounce 
back with renewed vigor. 
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Overseas Acquisitions 





inked a plethora of big-ticket 
Merger and Acquisition (M&A) 
` deals overseas. That was a time when 
the new-found confidence of India Inc. 
had propelled it to sail its boats across 
the foreign waters and leave its indelible 
marks on the global M&A map. Big cor- 
porate guns such as the Tatas, the Birlas 
and the United Spirits had ventured into 
large-sized foreign deal making. But in 
more recent months, the Indian share of 
outgoing M&A deals has somewhat 
dried down, thanks to the global finan- 
cial crisis, liquidity crunch and the lows 
in the stock markets across the globe. 
With the crash in the market, the 


[Į 2007 and early 2008, India Inc. 


overall M&A activities have waned. The 


value of all the deals together—inbound 
as well as outbound—in 2008 has de- 
clined for the first time in recent years. 
According to an estimate by Thompson 
Reuters, till December 19, 2008, M&A 
volumes were down by 22.2% to $52.12 bn 
from that of the previous year. Both the 
acquisition by overseas companies in In- 
dia and Indian forays overseas have de- 
clined with the outbound M&A activity 
dropping by 32.6% to $14.9 bn in 2008. 
Along with a decline in the number 
and volume of outbound M&A deals, 
India Inc. also witnessed many cases of 
botched mergers and aborted fund rais- 
ing attempts (through rights issue) in 
recent months. Since the stock markets 
in India as well as across the globe are 
in a punishing mood, big deal making 
has become difficult. However, this 
doesn’t signal a death knell for overseas 
deal making. Even in these tough times, 
some smart and rightly-priced overseas 
deals have been made, which under- 
scores the strategic need for inorganic 
expansion. And there are certainly some 
opportunities in distress too. As soon as 
the dust settles down, the not-so-long- 
ago euphoria of M&A is likely to return. 
According to the paper released by 
Assocham, there was a decline in outbound 
M&A activities by 76.02% during April- 
August 2008. The total number of out- 
bound mergers and acquisitions during the 


. first five months of current fiscal stood at 


72 with a total value of US$ 3727.48 mil- 
lion against 54 deals worth US$ 15544.96 
million during the same period in last year. 
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From hunter to prey 
Early 2007 was a golden time for India 
Inc. with respect to outbound M&As. In 
the largest ever merger of corporate In- 
dia, Tata Steel, the world’s 56th ranked 
steelmaker then, acquired Anglo-Dutch 
steelmaker, Corus, the ninth largest 
steelmaker in the world then, for $12.1 
bn. That was indeed a memorable year 
for corporate India as that was for the 
first time India Inc. had forayed into the 
global arena in a big way. The deal had 
immediately catapulted Tata Steel 
into the big league of global steel ma- 
jors like Arcelor-Mittal and POSCO. 
The Tata-Corus deal was soon followed 
by another blockbuster deal: the Aditya 
Birla-promoted aluminum giant 
Hindalco acquired Canada-based 
Novelis, a leader in aluminum rolled 
products and aluminum can recycling, 
for $6.4 bn. In March last year, Tata 
Motors, another Tata Group company, 
made the headlines when it acquired 
iconic brands Jaguar and Land Rover 
from Ford Motor Company for $2.3 bn. 
However, thereafter, the euphoria of 
big-ticket outbound deals has some- 
what evaporated, as a large number of 
deals have either failed or been aborted 
due to stock market crash. Suzlon En- 
ergy, the largest wind turbine manufac- 
turer in Asia and the fifth largest world- 
wide, had announced plans for rights is- 
sue to the tune of $360 mn to purchase 
Portuguese conglomerate Mortifier’s 
stake in REpower Systems. But the 
market reacted adversely to this, and 
within one month of the announcement 
of the plan, the share prices of Suzlon 
plummeted by whopping 74%, practi- 
cally forcing Suzlon to call off the issue. 
In October last year, the US copper 
miner Asarco LLC, which was neck- 
deep in huge debt, had announced its 
decision to terminate a $2.6 bn deal to 
be acquired by Indian copper maker 
Sterlite Industries, the Indian arm of 
London-listed metals conglomerate 
Vedanta Resources. A demand by 
Sterlite to cut price had prompted 
Asarco to reject the offer of Sterlite. 
India’s leading integrated telecom com- 
pany Bharti-Airtel failed to bag South 
Africa-based multinational mobile 
telecommunications company, MTN. 


The Anil Ambani-promoted Reliance 
Communications had also entered the 
race for MTN, but could not make the 
cut due to bitter family feud. The Essar 
Group of the Ruias had to backtrack 
from acquiring the US-based Esmark. 
Ultimately, Esmark went to OAO 
Severstal of Russia. Elsewhere, the 
usual high-pitched battles for preying 
on a company almost came to a stand- 
still. In the largest ever acquisition by 
an Indian IT company, Noida-based 
HCL Technologies pipped Bangalore- 
based Infosys to acquire UK-based 
Axon Group. Infosys had first initiated 
the move with a 600-pence offer to 
Axon’s shareholders, valuing the com- 
pany at $760 mn. However, HCL later 
won the race with a 650-pence offer, 
which valued the company at $816 mn. 
Analysts opine that Infosys Technolo- 
gies, which is sitting on cash and cash 
equivalent to the tune of $1.9 bn, did not 
get into a bidding war with rival HCL 
Technologies for Axon due to volatile 
market conditions. The decision of 
Infosys looks justified as India’s bench- 
mark 30-share index more than halved 
in value in 2008, which has derailed 
many equity fund-raising programs like 
Infosys’. “The environment is not too 
conducive to raising funds. The under- 
$500 mn deals that can be funded 
through own cash are being discussed”, 
commented TV Raghunath, Head of 
M&A at Kotak Mahindra, the erst- 
while Indian partner of Goldman Sachs. 

Even for the companies which made 
acquisitions in the past two years, refi- 
nancing of the bridge loans has become 
a cause for serious concern. The Tata 
Motors and Hindalco had recently com- 
pleted rights issue in the domestic mar- 
ket. The purpose of the rights issues 
was to finance the takeovers. But unfor- 
tunately, both the issues came a crop- 
per and had to be rescued by the under- 
writers and promoters. The debacle of 
both the issues was due to the price at 
which the rights issues were offered. 
The share price dipped below the issue 
price, making it more rational to pur- 
chase the stock directly from the mar- 
ket than to subscribe to the rights issue. 

Interestingly, unlike the earlier 
trend of big-ticket outbound deals, re- 
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“When there is a dip in valuations globally, and there is a credit crunch, there are bound ‘ 
to be temporary lulls as the market readjusts itself, and | would believe that in 2008, we 
had a few months of lull, which is one of the reasons for the outbound M&As to suffer.” 


India Inc. has been on a high even a year ago when it comes to M&A 
deals on foreign shores. But global financial crisis has led to a sharp 
daciine in the valuation of such transactions in recent months. How do 
you see this trend of outbound M&A deals? 

Harish: There is a decline in India Inc. acquiring overseas. 
India Inc. spent $13 bn in 2008 as against $32 bn in the 2007. 
This seems like a huge drop. But what we 
must remember is that out of $32 bn, $18 bn 
was from Tata Corus and Hindalco Novellis 
alone, and without that the value in 2007 
would have been $14 bn. Also, we had almost 
$6 bn deals in 2008. The other point to note is 
that deal values tend to come down with 
valuations, and valuations in 2008 were sig- 
nificantly below those in 2007. 

We expect to see sustained M&As, in particu- 
lar in overseas, in 2009. The reason for this is 
that India Inc. has realized the value of inor- 
ganic growth, particularly in the international 
market; valuations are significantly cheaper 
than before and the erisis should yield several 
interesting and good opportunities for India 
Inc. to acquire prized assets, which may not 
have been available otherwise or may have otherwise been val- 
ued at significant premiums. 

Sectors where we could expect transactions to grow will be IT/ 
ITES, pharma, auto components (where the global auto crisis 
will throw up very interesting opportunities to acquire tech- 
nologies and customers cheap), engineering, chemicals, oil and 
other minerals/metals. 

Ajay Garg: It is a good time to be buyer in the current environ- 
ment because valuations have become that much more attrac- 
tive vis-a-vis recent past. But very few companies can actually 
do the deals because it is difficult to finance the deals. There- 
fore, when it comes to outbound M&A activity, year 2007 and 
early part of 2008 will be seen as a marquee year for Indian 
M&A, not just due to the confluence of several favorable long- 
term factors (as highlighted below), but also due to several 
large deals of unprecedented size in the Indian context (Tata/ 
Corus, Hindalco/Novelis etc.), Coming off of such a marquee 
period, the possible trend has to be viewed vis-a-vis thoughts 
on the long-term factors at play. First of all, outlook for Indian 
economy continues to be strong and Indian companies remain 
confident of their medium to long-term prospects. Two, having 
built strong businesses of global quality, the desire of corpo- 
rate India to build global scale as well continues to be strong. 
Three, at the company level, the specific rationale for out- 
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bound M&A continues to hold true. This could be access to 
large developed markets, access to resources and technology, 
access to brands and relationships, or increased visibility and 
access to sources of capital. Four, the cost advantage on input 
factors offered by India, in comparison with developed economies, 
is expected to continue. Finally, the credibility of Indian compa- 
nies to successfully close and integrate for- 
eign acquisitions continues to grow. These 
long-term factors existed in the previous pe- 
riod and we expect them to continue to exist - 
in the foreseeable future. 

Along with the long-term factors, the deals 
were also made possible due to excessive 
global liquidity which provided financing 
capability to all possible deal situations; 
this is one factor which has changed consid- 
erably and could result in reduced pace, tak- 
ing the trend line downwards in the out- 
bound M&A environment. 

To what factors do you attribute this present lull in 
outbound M&A activities? 

Harish: When there is a dip in valuations 
globally, and there is a credit crunch, there 
are bound to be temporary lulls as the market readjusts itself, 
and I would believe that in 2008, we had a few months of lull, 
which is one of the reasons for the outbound M&As to suffer. 
Deals funded by debt are more difficult to close at this time, 
with the bankers reluctant to loosen their purse strings, and 
we have seen more deals funded by internal accruals or by 
equity swaps. 

Ajay Garg: We do not believe that Indian buyers have lost 
their appetite for overseas acquisitions. In fact, we see growing 
interest among Indian companies to pursue overseas targets. 
However, we do see the ability of Indian acquirers significantly 
impacted in the short run due to several factors. One, tighten- 
ing of credit markets has created severe financing challenges, 
which have reduced potential acquirers firepower, compared to 
a year ago. Two, with a slowdown in near-term growth pros- 
pects, companies are keen to conserve their cash. Three, busi- 
ness visibility is low, forcing companies to adopt a cautious 
and risk-averse approach to strategic initiatives. Four, appre- 
ciation of the dollar against the rupee has made US acquisi- 
tions more expensive for Indian buyers. Finally, a few of the 
larger prospective Indian buyers are still in the process of as- 
similating their most recent acquisitions. 

Has the India Inc. lost its appetite for acquisitions? 

Harish:] do not agree with this. We are seeing M&A becoming 
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Presentation of various aspects of entrepreneurship is the most salient feature of this book. 

Clarity of all topics has been given throughout. 

Description of the most difficult topics, in a simple and easy to follow style, has been the authors main 
attempt. 

Atthe end of each chapter Assessment Questions are included in this book. 
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also be useful to the practitioners in the field of Human Resource Management. 


e The book covers the whole syllabus of HRM prescribed by the UGC Course Development Committee on 


Management. 

The book gives a well-knitted and balanced coverage of theory, Contemporary issues, and practical examples and 
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: Pattern of ownership of industries (2004-05) 
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place by outsiders or those in staff functions. Beginning with the fundamental ideas of total quality, which 
are presented in the first three chapters, each chapter thereafter explains the essential enablers of total 
quality that need to be actuated simultaneously, for an organization-wide transformation, led by insiders. 


In this book, the authors succeed in explaining the basics of Six Sigma, the required Six Sigma skills, and 


how to implement a successful Six Sigma initiative. They provide the reader with a foundational set of 
“Stat Free” Six Sigma tools that can be applied to each phase of the Six Sigma DMAIC problem-solving 
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use innovation when implementing Six Sigma projects in today's competitive global business 
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a core part of the strategy for most of India Inc. There is still a 
huge need for consolidation in the Indian market in a variety 
of industries. India Inc. promoters are also losing their emo- 
tional attachment to their companies and are willing to look at 
what makes best sense for them and their shareholders rather 
than purely being loyal to their businesses. 
The Ranbaxy transaction is the best ex- 
ample. Compared to three years ago, M&A 
volumes have jumped from less than 300 to 
over 500-600 each year. Several companies 


Ajay Garg: In the near-term, we see different prospects for 
large and mid-sized Indian acquirers with regard to outbound 
M&A. For some of the large Indian companies that are well- 
capitalized and in leadership positions, the benefits of attrac- 
tive target valuations and the imperative to maintain growth 
and leadership outweigh the challenges pre- 
sented by current market conditions. There- 
fore, we expect to see a few large outbound 
M&A deals in the near future. However, for 
mid-sized companies, we see only modest 
outbound M&A in the light of current market 


have full-time dedicated teams for M&A, Ajay Garg 

and inorganic route is something that is en- MD & CEO conditions. We expect outbound M&A by 
shrined as core strategy in a lot of corporates. Equirus Capital Pvt Ltd mid-sized companies to rise with improving 
How do you see the prospects for outbound M&As Mumbai visibility, growth prospects and credit 
in near future? availability. 

Harish: I see the trend continuing and Anything you want to add? 


M&A being a key strategic tool for India Inc. 
in the near future. This will be intensified by 
the increasing challenges for greenfield 
projects, which are taking a lot more time and effort to create. 
India Inc. will prefer inorganic route over the organic route to grow, 
as it will give them significant time advantage, established infra- 
structure and supply chains (a very key benefit), reduction in com- 
petition, and access to resources (human and others), all of which 


Ajay Garg: We see signs of increasing maturity 

among Indian buyers when it comes to overseas 

acquisitions. We notice that Indian companies 
are adopting a more rigorous process of strategic evaluation of 
potential targets. We also notice a more disciplined approach to- 
wards deal pricing. Investing with the clients in their globalization 
quests by building cross-border teams and offices requires a lot of 
patience and attention to the cultural context and our team. 


are significant challenges for greenfield expansion. 


cent months have witnessed some big- 
sized inbound deals. In recent times, in- 
ternational cempanies like Daichi 
Sankyo, Etilisat, Telenor and NTT 
Docomo have invested in India in a big 
way, indicating a fundamental change in 
deal making—from outbound to inbound. 
And according to Goldman Sachs, one of 
the world’s biggest investment banking 
firms, the number of foreign compames 
foraying into India will only increase with 
time. There are growth opportunities in 
India that are more attractive as com- 
pared to the rest of the world. According to 
most experts, though the Indian economy 
may slow down, it is still slated to do bet- 


Sectorwise Inbound, Outbound and 


Domestic Deals Occurred in 
April to August 2008 
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ter than most of the other economies at 6- 
7%. Furthermore, Indian markets are 
relatively more insulated from the global 
demand slowdown because of a substan- 
tial domestic market. Demographics too 
rule in India’s favor, making it a favorable 
destination for M&As. 


Only a temporary lull 
As the global financial crisis has stifled 
funding options, corporate India’s over- 
seas ambitions have been put on the 
backburner. The crisis started to take 
its toll as it forced some firms to pull 
out of deals. Besides, the firms that 
made recent acquisitions are now focus- 
ing more on paying off bridge loans. 
“Money is an issue at present even for 
cash-rich companies”, comments 

V Balakrishnan, Chief Financial Of- 
ficer of Infosys. The financial crisis and li- 
quidity squeeze have stricken India as 
much as the rest of the world. Although 
there may be some discernible opportuni- 
ties for the opulent firms due to low price 
of foreign assets, yet dwindling growth 
and tight liquidity both at home and over- 
seas are curbing big M&A aspirations. 

At this point of inflexion, Indian 


companies should not only go by attrac- 
tive valuations, but the merged entity 
should also possess significant potential. 
The cultural issues are also there: target 
companies may not be familiar with In- 
dia or Indian management practices. 
Hence, the Indian hunters need to work 
really hard, both during the pre-merger 
phase and the post-merger integration, to 
mitigate the integration concerns. The 
other downside, of course, is the rupee’s 
dramatic decline. In January 2008, ex- 
change rate was $1 = Rs 39. Right now, 
rupee has fallen drastically, and it is now 
trading at around Rs 50 per dollar. The 
declining rupee has made overseas deal 
making costly in dollar terms. The In- 
dian corporates are now indeed keen to 
globalize, and moreover, there are a lot 
of cheap and strategically important 
assets available outside India, which 
are quite meaningful for them. But 
given the urgency and the advantages of 
inorganic growth over organic growth, it 
is likely that overseas acquisitions by 
Indian companies will pick up pace once - 
the market stabilizes and capital be- 
comes easier to source.= 
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After years of rapid expansion, the global mobile handset makers for the first 
time face the specter of a slowdown in 2009, amidst global credit crisis and 
lower consumer demand in the crucial emerging markets like India and 


China. 





2009 will be challenging for our 
industry. 

- Olli-Pekka Kallasvuo 

President and CEO, Nokia 


series of profit warnings from 

Nokia, the world’s largest mo- 

ile handset maker, and rival 

LG signal that the end of eight years of 
rapid expansion since 2001 is just 
round the corner. The Finnish mobile 
maker said that the slowdown only ac- 
celerated towards the end of 2008, led 
by lower than expected demand in key 
markets from emerging economies 
amidst the global credit crisis, which 
hit corporate customers hard. This has 


* forced handset makers across the globe 


revise their growth outlook for the cur- 
rent year. Nokia, for instance, has 
warned of a lower industry-wide mobile 
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device volumes in the fourth quarter of 
2008, as against the previous estimate 
of approximately 330 million units, and 
expects the same to decline 5% or more 
in 2009 from 2008 levels. Nokia’s arch 
rival Motorola, which is struggling with 
its ailing mobile device unit, too said 
that its fourth quarter results would 
miss Wall Street’s expectations amidst 
warning of continuance of poor run in 
2009 too. Korean mobile giant, 
Samsung too has painted a gloomy pic- 
ture. In 2009, “the market could post a 
single-digit or even negative growth,” 
said James Chung, a spokesman for 
Samsung, which dethroned Motorola to 
emerge as the number two mobile 
maker, globally, in 2007. And the bar- 
rage of bad news continues to keep flow- 
ing in with a host of players from mobile 
chipmakers like Intel, Qualcomm, and 


Salcomp, the world’s largest handset 
charger maker, among others, echoing 
similar concerns. 

The worldwide sales of mobile 
phones grew in single digit at 6% to 
touch 309 million units in the Q3 of 
2008; in contrast, the sales grew at 16% 
in the corresponding quarter in 2007. 
The sales of smartphone, which is now 
the new rage among the consumers and 
has emerged as the savior of the hand- 
set makers, too have begun to show 
signs of weakness. According to the glo- 
bal research firm, Gartner, the global 
smartphone market in the third quar- 
ter of 2008 reached its weakest year-on- 
year growth, as sales to end-users to- 
taled 36.5 million units in the third 
quarter of 2008, an 11.5% increase from 
the same period in 2007. The sales of 
smartphones are under pressure as 
service providers (operators) are reduc- 
ing subsidies and trying to lock-in con- 
sumers for longer periods. This could 
further impact the growth in this seg- 
ment. “Although leading mobile opera- 
tors are subsidizing more 
smartphones, to reach lower prices 
they tie the device to two-year con- 
tracts with monthly data plan rates 
which remain too expensive for the 
mainstream user,” said Roberta 
Cozza, Principal Analyst at Gartner. 

The sales of other handsets have 
also been hit as first-time buyers in de- 
veloping countries like India and China 
have postponed their purchase, while 
those looking to upgrade their handsets 
are waiting for prices to come down. 


Era of ‘super’ growth 

The mobile handset market, after its 
early days in the 1980s, experienced 
explosive growth during the late 
1990s, driven by factors like falling 
handset prices, cheaper tariffs, chang- 
ing lifestyles, and rising disposable in- 
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“Traditional handset makers are seeing most of the slowdown.” 


How do you see the sudden slowdown in the handset market, globally, 
after a number of years of strong growth? 

Jeff Kagan: There are several reasons coming together to 
slow down the handset market. The slowing economy is prob- 
ably number one. Lower earning customers 
using traditional handsets have slowed 
their purchases of handsets. They read 
about the global economy problems and 
want to protect their finances, and so have 
cut unnecessary spending. Upper income 
and business customers are continuing to 
buy, however even those sales are lower than 
just a few months ago. These customers who 
are still buying are usually smartphone cus- 
tomers, not traditional handset custemers. 

David Weissman: Dismal economic 
events have culminated in drastic declines 
of market valuation among companies in 
nearly every industry/sector, including im- 
pacts on telecom industry performance, 
capital spending constraints among wire- 
less carriers, limited funds available to sustain (grow) 
telecom services over the next 6-12 months, may be outcomes 
of credit markets remaining restricted, and overall GDP 
growth remaining tepid or even retracting. Wireless carriers 
often resort to credit markets for funding capital projects, 
while manufacturing equipment companies conventionally 
use equity share offerings in lieu of debt instruments. The 
outcome has been a disappointment, regardless of the se- 
lected financing mechanism. 

Do you think the slowdown of the global handset market will have a 
similar impact on emerging markets such as India and China as well? 
Jeff Kagan: It depends on the economy in different countries. 
When the economy slows, so does spending on everything. In 





Jeff Kagan 
Wireless and Telecom 
Industry Analyst, US 


many countries with terrible traditional telephone service, 
cellphones are the only way to keep in touch, so I see the ser- 
vice continuing to do well, however the handset sales will con- 
tinue to slow for a while. 

David Weissman: Fixed wireless deploy- 
ments may be the chosen alternative in lieu 
of more expensive wireline infrastructures in 
emerging markets. Also, penetration levels 
of wireless service remain comparably lower 
than in other regions of North America and 
Europe, offering potential growth in emerg- 
ing markets. 

Despite the global economic slowdown, India added 
10.42 million new mobile subscribers in October, up 
from 10.07 million a month earlier. Do you think India’s 
mobile services market would continue to be buoyant? 
Jeff Kagan: In many countries, traditional 
telephone service is terrible. In those coun- 
tries, citizens have been purchasing 
cellphones in recent years. Once they have 
the ability to stay in touch they don’t turn- 
around and drop that ability as long as they can afford it. 
Therefore, as long as customers can afford it, I see the indus- 
try continuing to do well, but customers will look for ways to 
cut costs, like not upgrading handsets so often and buying 
less expensive handsets when they do. 

David Weissman: We continue to forecast continued sub- 
scriber growth in India through at least 2012. The recent pur- 
chase of Hutchison Essar by Vodafone and numerous invest- 
ments in Indian wireless ventures supports our growth pre- 
dictions. 

What is your take on Near Field Communication (NFC) capability? Do 
you see this as the next big revolution on the mobile handsets? 
David Weissman: NFC, or Fixed-Mobile Communications, en- 





comes, notably in emerging economies 
like India, China, Brazil, Russia and 
South Africa. At the same time, falling 
call rates (tariffs) along with attrac- 
tive schemes offered by mobile opera- 
tors, who bundled handsets with lucra- 
tive call packages, led to strong surge 
in handset sales. Later, in the last few 
years, as manufacturers pushed mo- 
bile sets with multimedia features 
and lots of other facilities like Internet 
browsing, high-resolution cameras, 
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music downloads, video and data 
transfer, movie downloads, and so on, 
the sales of such phones soared. Led by 
these, the total annual growth for the 
worldwide mobile handset market 
reached 15% in the second quarter of 
2008. Four main factors characterize 
the phenomenal growth of the global 
handset market: the enlargement of 
subscriber bases, particularly in the 
emerging markets, the growing impor- 
tance of data services, the fall in Average 


Revenue Per User (ARPU) in most coun- 
tries, and market consolidation. Today, 
the five major handset makers share 
among them 80% of the market share. 


It’s slowdown time, now 

According to estimates, if the sales in- 
deed decline, it would end the last 15 
years of uninterrupted growth, with the 
exception of 2001 when it fell nearly 2%. 
However, a section of experts feel that 
the level of fall to be limited to the de- 
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A they are suddenly struggling. It depends on 


ables user handoffs to localized in-premise base-stations when 
indoors. While we believe NFC offers a compelling solution to 
telephony users, it may take another year or two to prevail in the 
market. It is not necessarily the next big revolution, but it is a 
savvy approach to extend mobile telephony demand. 

Though the replacement market is affected, smart phones are now con- 
sidered the fastest-growing product category in the mobile handset 
market. Do you think that this segment can add the zing needed to boost 
the sentiments of manufacturers? 

Jeff Kagan: Traditional handset makers are seeing most of 
the slowdown. Smartphone makers are also seeing a slowdown, 
but not as much. Their sales are still strong. 

We have to look at the customer base. Some 

customers are struggling financially. Other 

customers are doing as well as they did be- 

fore. Even customers who were strong before, 

are now losing many of their customers so 


David Weissman 


Global Mobile Handset Makers 


features and data usage, and fixed wireless deployments 
may be the chosen alternative in lieu of more expensive 
wireline infrastructure in emerging markets. 

Any other comments? 

Jeff Kagan: If this soft economy had happened 10 years ago, 
it would have been much worse for the wireless industry. 
Customers would have cancelled their new wireless phones 
to save money. However, today we are addicted to wireless. 
Today, if a customer has to cancel phone service they cancel 
traditional service first. After that customers may cancel 
other services before they cancel wireless telephone service. 
That is how much the market has changed 
during the last 10 years. 

I see the wireless industry continuing to 
be strong, but there are segments that will 
be weaker until the economy recovers. 
David Weissman: As a result of weaken- 
ing macroeconomic indicators, wireless 


Sr. Telecom Analyst ; ea 
how long the economy takes to recover. ale: tasinan Rasaareh’ Ine carriers’ capital expenditures remain lim- 
David Weissman: Continued expenditure US eh ited in 2008 and early 2009. There has 


reduction by corporations and more consci- 

entious spending by consumers will limit 

wireless usage and high-end handset de- 

mand to some extent over the near-term. 

Essential (basic) cellular handset offerings, 

providing low-cost alternatives may re-emerge as a growth 
segment during recessionary conditions. 

What is your outlook for the handset market in 2009? 

Jeff Kagan: The outlook for the handset market in 2009 is 
similar to the end of 2008. Traditional handset makers will 
struggle. Smartphone makers will continue to do well, but not 
as well as they traditionally do. Networks are the strongest. 
They will continue to connect customers. Many of their cus- 
tomers will not spend as much and just make traditional tele- 
phone calls, send text messages and e-mail. Others will slow- 
down on the new features like watching live television and 
movies on their handsets. 

David Weissman: It is our view that the demand for wireless 
handsets and services will be tempered in synergy with other 
technology goods and services as weak economic conditions 
prevail. The driver for wireless revenue in 2009 will be new 


cline in gross domestic product of the 


been more selectivity on technology 
choices and leveraging cost-saving syner- 
gies, such as streamlining purchasing ar- 
rangements and reducing the number of 
preferred vendors. Shareholders continue 
to foster an environment where executives are held ac- 
countable to focus more on balance sheet improvements, 
financial discipline, and improving free cash flow. 
Wireless carriers and related equipment providers 
that offer the most attractive opportunities are focused on 
Third-Generation (3G) wireless and fixed-mobile conver- 
gence networking. There are also a few market leaders 
that have proven ability to survive the sometimes turbu- 
lent opportunity swings in the industry. It is our belief 
that in this uncertain stage of macroeconomic events, 
companies with strong balance sheets and firm net cash 
positions, along with sustainable dividends, provide re- 
spectable risk/reward profiles. On the other hand, highly- 
leveraged companies should be avoided, at least at this 
economic juncture. 


global economy, thus aligning the two. 
Also, since the slowdown is a given now, 
the mobile handset industry will be 
among the last few bastions of economic 
growth to be hit finally by the financial 
crisis. The industry will also be staring 
at lower profit margins for the first time 


.«/ due to lower prices of handsets and de- 


clining demand. 
Lower replacement sales, which ac- 
count for up to 90% of total mobile 


| Chartered Financial Analvst | 


handset sales in mature and emerging 
markets, are being seen as the main 
reason for declining sales. Continuous 
upgrade cycles drive the growth of the 
mobile handset industry. Also, as the 
key performance indicator in the 
telecom industry, ARPU, has fallen to 
an all-time low, handset makers are 
struggling to create sustainable rev- 
enues. For instance, Nokia, faced with 
contracting sales, has planned a strate- 
gic shift to offer other services like navi- 


gation and mobile e-mail to find out 
new sources of revenue. 

According to a forecast by the mar- 
ket intelligence firm, IDC, the total mo- 
bile phone volumes would be 1.9% lower 
in 2009 than 2008 levels, the first 
downturn in annual shipment volumes 
since 2001 when shipments declined 
2.3%. Most companies have already 
trimmed workforce to cut costs. For in- 
stance, Motorola has hinted at cutting 
3,000 jobs. Blackberry handsets maker, 
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industry 


Research in Motion, cut its third quar- 
ter profit ferecast amidst econcmic 
fears—besides a number of players 
across the mobile value chain such as 
chipset vendors like Qualcomm, Texas 
Instruments, and MediaTek. 

Though mobile phone makers were 
prepared to battle the recession, there 
is a lot of uncertainty over the possible 
build-up of large inventories over 
months. This is echoed by manufactur- 
ers conservatively carrying sourcing and 
procurement activities in the value 
chain to efficiently maintain inventory 
levels. According to analysts, LG Elec- 
tronics and Samsung Electronics are 
the most likely candidates to buildup 
inventories as they try to reach respec- 
tive annual sales targets of 100 million 
and 200 million phones. 

Many handset makers are extend- 
ing life cycles of their existing devices 
and have even slashed prices of mobile 
handsets. Besides, penetration rate in 
many developed countries such as 
Western Europe, Japan and North 
America is getting saturated, thus forc- 
ing manufacturers to turn to emerging 
markets. Already, Nokia has an- 
nounced that it would withdraw from 
the Japanese market due to slackening 
demand. However, as the emerging 
marketing too are now feeling the heat 
from the global financial meltdown, it 
gives no comfort to the handset makers. 
Some experts say that the downward 
spiral may lead to industry consolida- 
tion between the big players as the enc 
result. For instance. in the Middle East, 
Orascom telecom has been cited as an 
attractive acquisition target by ana- 
lysts. Telecom companies from the Gulf, 
India and Europe teo have been looking 
for companies in Africa and Asia. 





Finding that savior 

Nevertheless, not all the segments of 
the telecommunications markets are 
declining. For instance, converged mo- 
bile devices, better known as 
smartphones, are a much sought-after 
option to traditional mobile phones. 
These devices come with advanced fea- 
tures and added data services enticing 
existing customers. Nokia has intro- 
duced a new NFC; Near Field Commu- 
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nication-enabled 3G mobile phone. The 
NFC technology enables intuitive, 
simple and safe communication among 
electronic devices. In fact, the year 2008 
saw the launch of several top-of-the-line 
smartphones such as HTC Touch HD, 
iPhone 3G, N96, Google G1, Blackberry 
Storm, Nokia N97, and Samsung 
Omania to name. The high-end devices 
like Blackberry Bold and Nokia’s E71 
too received rave reviews. However, the 
increased sophistication of these devices 
also brings problems like growing band- 
width demand, which are expected to be- 
come acute in the upcoming year. Low 
price contracts are another driver since 
they are made in the region where import 
taxes are eliminated. Besides, operators 
are also looking at promoting usage of 
data services like voice-based offerings to 
generate sustainable earnings. 


India calling 

Despite the economic meltdown and ris- 
ing unemployment rate, around two- 
thirds of handset sales this year are in 
emerging markets. First-time buyers of 
mobile handsets in the emerging mar- 
ket are still growing and will represent 
around 42% of the mobile-device mar- 
ket in 2009. The growth opportunities in 
emerging markets such as India are quite 
buoyant. Nokia has prestigiously chosen 
India for the global launch ofits campaign, 
‘Nokia life tools’, an agricultural informa- 
tion and education service for emerging 
markets, and declared India as the second 
largest market in terms of handset sales 
in the quarter ended June. 

Though handset makers agree it 
has been a dismal year, the country’s 
mobile industry continues the upward 
trend, clocking 42.2% growth in the 
quarter ended September 2008. Be- 
sides, the country has added 350 mil- 
lion users, and has emerged as the sec- 
ond largest market in the world after 
China, displacing the US. The country 
is expected to add about 229 million 
new users over the next three years, of 
which 60% are likely to be from rural 
areas. The penetration rate in country's 
35 cities, which represent major re- 
placement-buyers’ market, has been 
very high. But since these 35 cities have 
saturated, the real focus is on smaller 





towns and rural markets. It is expected 
that the market size for GSM and 
CDMA mobile phones in India will grow 
to 150 million by 2010, with 50% com- 
ing from the replacement market. 


Down but not out? 
It is clear that the global mobile hand- 
set market will not be able to escape 
unscathed from the global slowdown as 
a combination of weak replacement 
sales, erosion of the ASPs, average sell- 
ing prices, higher inflation levels and a 
higher mix of entry-level handsets will 
continue to impact handset sales. 
Gartner predicts that worldwide mobile 
phone sales in 2008 will reach 1.28 bil- 
lion units, an 11% increase from last 
year. Though the industry is poised to 
grow, mobile operators are seeing a de- 
cline in revenue with a majority of the 
customers being from rural or emerging 
regions, and opting for entry-level hand- 
sets. A chunk of the mid-range handsets 
may suffer in the market and the real op- 
portunity would be from high-end phones 
and smart phones which are often bound 
with revenue-driving service plans. 
Growth in this segment would be driven 
by upgrade cycles from existing subscrib- 
ers who are delaying their purchases. 
However, a section of experts believe 
that the industry would pick up soon af- 
ter the recovery of the emerging mar- 
kets from the impending credit crunch. 
For instance, according to IDC, the 
downturn in mobile phone shipments is 
not expected to stretch past 2009 and 
the industry will be ‘reinstated’ in its 
original position by 2010, and that the 
numbers will reach positive ‘heights’ 
once again. Many others say that given 
that consumers consider mobile connec- 
tion a necessity even in economic down- 
turn, mobile subscriptions will not suffer 
during the recession. However, it will not 
be easier for all to tide over the current 
slowdown. While manufacturers like 
Motorola are likely to face increased pres- 
sure, Nokia too will be facing challenges 
from low-cost rivals and face stiff compe- 
tition in its smartphone category from in- 
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novation-driven rivals like Apple“ 
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Trust that goes 
beyond generations 


How wonderful it is when you have someone by 





your side. Allaying your fears. Helping you keep 
away your worries. Encouraging you to realise 
your dreams. A 
and bad. With 


old. Someone you really trust. 


pillar of strength in good times 


you, when you are young. And 


* Rated as the No. 


Insurance is the subject matter of solicitation 


Trusted Service Brand in India for 5 consecutive years. 


Source: Brand Equity - Economic Times Most Trusted Brands Survey 2008. 
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to live up to your expectations in the years to come. 
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The Web Shift 


The Christian Science Monitor is abandoning its century-old daily print 
format to embrace a Web-based strategy to curb continued losses and stay 
competitive. 





The cost, delay, and waste generated 
by daily print are huge hindrances. The 
Monitor can lead the way in providing 
news primarily online. 

- John Yemma 
Editor-in-chief, 
Christian Science Monitor 


he Christian Science Momtor 

(CSM), which was founded 100 

years ago, in 1908, itself became 
news when it revealed last year that 
beginning April 2009 it would be shift- 
ing away from a “daily print format to 
an online publication that is updated 
continuously each day”. The five-days- 
a-week newspaper, which reaches its 
subscribers only via post and depends 
on financial support (subsidy) from the 
Christian Science Church, has been for 
some time looking at ways to cut 
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mounting losses amidst falling circula- 
tion, which now stands at a mere 
52.000, down from all time-high of 
220,000 in the 1970s. 

The publication has already pro- 
jected a loss of $18.9 mn in the fiscal 
year ending April 2009; of this, a ma- 
jor chunk of $12.1 mn will be covered 
through the subsidy from the Church. 
“The changes in strategy are pro- 
jected gradually to decrease the 
Monitor’s net operating loss to $10.5 
mn in 2013, so the Church general 
fund subsidy will be $3.7 mn”, said 
Jonathan Wells, Managing Publisher 
of the CSM. The new plan, which the 
company calls the ‘Multi-platform’ 
strategy, includes augmenting con- 
tent on CSMonitor.com and launch of 
a weekly print and daily e-mail edi- 
tions. Chris Tolles, Chief Executive of 
Topix.com said, “I think it is a very 
courageous move.” 


A new ‘mission’ 

The newspaper terms the new plan as 
the realization of Judy Wolffs, Chair- 
person of the Board of Trustees of The 
Christian Science Publishing Society, 
three goals that have driven what she 
calls ‘our evolving strategy’. These goals 
included producing a website that can 
be updated 24/7 and delivered instan- 
taneously; focusing resources on the 4 
fast-growing Web audience for news; 
and eliminating the major production 
and distribution costs of a daily news- 
paper. “We plan to take advantage of 
the Internet in order to deliver the 
Monitor’s journalism more quickly, to 
improve the Monitor’s timeliness and 
relevance, and to increase revenue and 
reduce costs. We can do this by changing 
the way the Monitor reaches its read- 
ers”, said Wolff. The Monitor currently 
has an impressive number of visitors, 
about 1.5 million, to its website. 

To attract more eyeballs, the Moni- 
tor is working towards refurbishing its 
existing website. In that endeavor, a 
new design is being planned. Another 
plan is to transform the website into a 
portal with comprehensive coverage 
and a possible partnership with other 
online news websites. Besides, it is also 
planning to have a daily e-mail edition. 
However, the publication is not plan- 
ning to completely abandon the print 
format, as it is planning to have a 
weekly print edition. The weekly print 
edition, to be launched in April 2009, 
will be priced at $3.50 per copy or $89 
for a year’s subscription, as against the 
current daily print edition that costs 
$219 annually. “We hope the people 
who subscribe to the daily will shift to 
the weekly and that many more who 
may not have had time to read the daily 
will find the weekly appeals to them”, 
said John Yemma, Editor at Monitor. 
The Monitor’s soon-to-be launched daily 
multi-page electronic edition too will be 
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a subscription-based offering only. The 
Monitor has a distinct business model 
as compared to other regular newspa- 
` pers, in the sense that it does not rely on 
newswires as others do. Further, its fo- 
cus is more on analysis. 


What prompted the move 
However, the fate of CSM is nothing 
new to the industry; in fact, it merely 
exemplifies the miseries of the News- 
paper industry in general. According to 
the Audit Bureau of Circulation, among 
500 newspapers, there is a 5% decrease 
in their Sunday and weekly circulation, 
when compared to a 2% decline in the 
previous year. 


À Thanks to the Internet, the newspa- 


per industry is on a long hop of steady 
decline due to the sudden dearth in ad- 
vertisement revenue, which contributes 
80% of revenue to newspaper industry. 
The shift of advertisers from newspaper 
to the Internet is related to the ability of 
the Internet to sell advertisements to a 
potential buyer. The trend has already 
moved away 40% of news income from 
the newspaper industry in the US and 
50% in the Netherlands and Switzer- 
land. The final death knell for conven- 
tional advertising revenues was rung by 
the ongoing economic slowdown. The 
troubled auto industry, financial ser- 
vices and real estate, which have tradi- 
tionally been the major contributors of 
advertisements in print media, have 
cut down their advertising budgets to 
almost nothing, thus severely affecting 
the top line of the publishers. And it 
seems there is no respite in store, going 
ahead. For instance, the Newspaper As- 
sociation of America’s (NAA) estimates 
suggest a 11.5% drop in revenue from 
advertisements, i.e., $40.1 bn in 2008, 
the highest decline in the last 58 years. 
Further, it expects the revenues to de- 
cline 5.5% in 2009. The paper expects 
that moving away from the 5-day print 
format to weekly print format and en- 
hanced web presence will enable it to 
slice those losses to $10.5 mn in the 
next five years. According to Yemma, 
‘currently, the annual subscription 
amount of $210 accounts for half of the 
cost of the newspaper, while the rest is 
supported by the subsidies from the 
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Christian Science Church. “That is an 
untenable situation and one that 
doesn’t foster editorial independence”, 
commented he. He further added, “We 
want to move to a sustainable model.” 

“The Monitor is an odd duck among 
the flock of American newspapers’, ob- 
served BusinessWeek (BW) in a refer- 
ence to the financial support the news- 
paper receives from the Church and 
hence is protected from the market va- 
garies unlike its peers. Also, unlike 
other newspapers, the Monitor is not so 
dependent on ad revenues that form 
only a small chunk of its overall rev- 
enues. According to BW, the Monitor 
annually earns less than $1 mn in ad 
revenue, as compared to its yearly circu- 
lation revenue of around $11 mn. This is 
in complete contrast with other major 
US newspapers. Further, the Monitor's 
focus area is its sober analysis and not 
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breaking news, as is the case with oth- 
ers. That is why the newspaper does not 
rely on newswires and depends on its 
own correspondents based in the US 
and other parts of the world as well as 
the services of freelancers, which help it 
curtail costs. Shifting to the web format 
will allow it to leverage on this advan- 
tage further. 

Another constraint it will get rid of 
when it shifts to the web format is the 
newspaper’s noon deadline that pre- 
vented it from coverage of prior day’s 
events completely. Also, given its rela- 
tively less national presence than peers 
(it is highly concentrated in mostly ur- 
ban areas and the two coasts), the web 
format will allow it to overcome that 
constraint too. 

The current situation does not offer 
much to cheer for the print media. For 
instance, when the American Press In- 
stitute conducted a survey of 50 news- 
paper companies on the basis of 
Altman Z-score model—which shows 


Thanks to the Internet, the newspaper industry is 
on a long hop of steady decline due to the sudden 
dearth in advertisement revenue. 


The Christian Science Monitor 


the probability of a company going 
bankrupt based on a score, which if it is 
above three is considered safe—only 
one newspaper publisher, EW Scripps 
Co., scored above three. While others 
like the publishers of The Times of 
Northwest Indiana and St. Louis Post 
Dispatch scored 0.56, the McClatchy 
Co., publishers of The Miami Herald, 
along with 29 other daily newspapers 
scored 0.32; The Sun-Times Media 
Group Inc. even recorded a negative 
1.02. Tom Corbett, Equity Analyst, 
said, “McClatchy has struggled under 
the multiple weights of declining rev- 
enues, high debt, outsized exposure to 
troubled housing markets, and the con- 
tinuing shift of readers and advertisers 
from print to online.” 

However, it is not only the drying 
revenue resources that are giving sleep- 
less nights to the newspaper compa- 
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nies, but falling circulation too has 
emerged as another major area of con- 
cern for newspaper publishers. Accord- 
ing to the US-based Audit Bureau of 
Circulations, weekday’s newspaper cir- 
culation decreased by 2.6% and Sunday 
newspaper circulation decreased by 
3.5% in the six months ended Septem- 
ber 2007. Among the top 25 markets, 
the average daily newspaper circulation 
decreased by 2.4% and Sunday newspa- 
per circulation decreased by 4.6%. The 
Wall Street Journal daily newspaper cir- 
culation fell by 1.5% and The New York 
Times circulation declined by 4.5%. 
While The Washington Post recorded a 
loss of 3.23% in its circulation, the The 
Chicago Tribune lost 2.9% and Gannett 
Co Inc. circulation fell by 1%. The only 
two newspapers which recorded growth 
in circulation are Los Angeles Times 
which posted 0.5% growth and Philadel- 
phia Inquirer which posted a 2.3% in- 
crease in its circulation. The slide in ad- 
vertisement revenue and newspaper 
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INTERVIEW 


“The subscription revenue is indeed substantial, but it still does not cover our costs.” 


Does Christian Science Monitor's (CSM) decision to adopt online distri- 
bution channe! ring alarm bells to the industry as a whole? 
The alarm bells have been ringing loud and long. The Monitor 


has been considering this move for several 
years—and I know that other news organi- 
zations are studying various ways of trans- 
forming themselves. Although the Monitor's 
situation is unique (non-profit, nationally 
distributed, small circulation), our decision 
is being watched by the news industry for 
many reasons, not least is whether our 
Web-first emphasis can create a sustain- 
able business model. But other newspapers 
—especially regional ones—will have other 
factors to consider. 

How does the CSM expect to turn around with the 
adoption of this new distribution model? 
Removing daily print removes a big cost. 
Initially, that does not help so much be- 
cause we also lose revenue when we move 


of revenue from the above sources and continued cost con- 


tainment should move us to sustainability (which means, for 





John Yemma 
Editor-in-chief 
Christian Science Monitor 





us, a vastly diminished or even eliminated subsidy from our 


parent organization, the Christian Science 
Church) by 2014. 

CSM receives major revenue from its subscrip- 
tions rather than advertising. How can it address 
this issue? 

The subscription revenue is indeed substan- 
tial, but it still does not cover our costs. For 
that, we receive a subsidy from the CS 
Church. This is not tenable in the long run. So 
we are moving to more of an advertising 
model. We'll still have subscription revenue 
from our new weekly. And we are looking at 
other revenue sources as well, though it is too 
early to say what we might be able to develop. 
in what way will this be different from the existing 
similar publications? 

The differences are substantial. Most exist- 


from daily (at $220/year subscription) to weekly ($89/year). 
But we expect to make that up in several years. More impor- 
tantly, the freeing of staff resources to concentrate on con- 
tent posted at CSMonitor.com should invigorate our site 
and increase our traffic. That, in turn, should lead to more 
Web advertising revenue. Again, this will not happen over- 
night, but we are working on a five-year plan. A combination 


circulation has reached a point where it 
is affecting the multiple layers of em- 
ployees. While CSM was compelled to 
go online, Fortune, People and Sports Il- 
lustrated decreased their staff by 600 in 
the process of surviving by reorganizing 
and stabilizing. While the largest news- 
paper publisher of US, the Gannett an- 
nounced the layoff of 10% of its 
workforce, the Tribune Company gave 
pink slips to 75 members of its Los An- 
geles Times newsroom staff and The 
Star-Ledger of Newark, once at the 
verge of going bust, reduced its editorial 
staff by 40%. 

While all these are creating ripples 
in the US newspaper industry, one 
thing that everyone wants to know is 
how to cater to the needs of online read- 
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that goal in mind. 


ers, whose shift from print edition to 
online newspaper may result in a del- 
uge of junk information. Eric Schmidt, 
the Chief Executive of Google, said, “If 
the great brands of journalism—the 
trusted news sources readers have re- 
lied on—were to vanish, and then the 
Web itself would quickly become a ‘cess- 
pool’ of useless information.” 

There is one saving grace to newspa- 
per industry in this time of turmoil, 1.e., 
the newsprint companies deciding 
against increasing their rates in the 
coming year. In the wake of the present 
financial crisis which has crippled the 
newspaper companies’ budgets, the de- 
cision by newsprint companies comes 
as a saving grace. As a newspaper ex- 
ecutive put it, “In the last couple of 


ing newspapers are for-profit and are regionally-based. 
Those are significantly different considerations. However, 
at heart, the goal for journalism is the same: to preserve the 
core mission of our journalists and to distribute it widely. 
Even for-profit companies, which are increasingly looking 
like non-profits because of the collapse of ad revenue, have 


weeks, very quietly, the newsprint com- 
panies are making clear that they are 
not going to raise rates next year. It’s 
going to save millions upon millions of 
dollars for the newspaper companies.” 
And also, in traditional newspaper 
business, readers do not pay for the 
news but for the paper, which occupies 
the major component of the cost of the 
finished product. This shows that shift- 
ing from newspaper to online is good 
‘news’ for the newspaper industry. 


A well-knit plan 
The bold move by CSM—with its rare 


subsidized circulation model and read- ` 


ership scattered globally—is not in- 
stantaneous, but a result of years of de- 
liberations. Indeed, the drastic shift in 
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its strategy was conceived of two years 
ago, covering all the departments—fi- 
nance, marketing and human-re- 


/ sources. Due to its comparatively small 


print-run and international readership, 
CSM also conducted a survey among its 
readers before going online. While 50% 
of the readers welcomed the move, 25% 
were uncertain and the rest opposed it. 
To make the transition phase smooth 
for its readers, CSM even had a cus- 
tomer service team to respond to the 
readers’ calls and e-mails. 

The transition from print edition to 
online edition also required restructur- 
ing the newsroom. While the newspaper 
will have minimal staff to carry out the 
A editorial work, the web staff will in- 
= Clude specialist editors who will concen- 
trate on updating the site and keeping 
it running along with technical produc- 
ers who will take care of web traffic. For 
the weekly print edition, articles will be 
written based on long shelf-life and pre- 
sentation. And to make the most of this 
move, CSM is using new technology and 
training its staff, who can use the latest 
technology to update information di- 
rectly on website. 


The Many Hugs of 
Man dg em ent 
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The future is in the Web 


However, the ‘Way to Web’ strategy is 
not without its share of challenges. The 
first and foremost challenge is attract- 
ing new visitors and at the same time 
convincing existing subscribers to agree 
to the transfer of their subscriptions to 
the weekly edition and e-mail edition. 
But the current subscriber base is 
hardly encouraging if compared with 
other newspapers like the BBC and the 
Guardian which have a significant 
online presence. According to BW, the 
BBC and the Guardian daily that tar- 
get a similar audience boast of around 
6.6 million and 2.5 million US readers 
respectively. Monitor’s count of just 1.5 
million pales in contrast. Nevertheless, 
the US-based publication sounds opti- 
mistic. “If we can quintuple page views 
and end up around 25 million a month, 
even on a low (advertising rate) model, 
we can cover our costs”, said Yemma. 
For now, the Monitor is hoping that 
its new offerings would enable it to con- 
vince its current subscribers to flock to 
its website and at the same time at- 
tract more new visitors. Wolff said, “If 
you are a current subscriber, we ask you 


to stay with us. If you do not subscribe, 
we hope you will subscribe to the Moni- 
tor now as it embarks on its second cen- 
tury.” While not many would endorse the 
Monitor’s new strategy, it is no secret 
where the future of the newspaper lies. 
Perhaps, nothing can explain it more 
succinctly than the reply of The New York 
Times publisher, Arthur Sulzberger Jr., 
who said, while answering a question on 
the future of his venerable publication’s 
print edition a decade hence: “We must 
be where people want us for our informa- 
tion.” He was no doubt referring to the 
World Wide Web. However, establishing 
a prominent presence on the Internet 
would require dealing with new chal- 
lenges such as security threats. 

Finally, sooner or later, going online 
will be more a matter of compulsion than 
a choice for the news publishers, as cus- 
tomers are becoming more demanding. 
Hence, it is only a matter of time before 
newspaper companies realize that pa- 
per news is out and that they will also be 
out if they don’t understand this. 


— Amit Singh Sisodiya and Sudesh Gonela 
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Sports Economics 


The UK Perspective 


Some sectors such as sports clothing and footwear, boats, and health and 
fitness may continue to grow. Most others are likely to face a degree of 


— Themis Kokolakakis 


Senior Research Fellow, Sports Industries Research Centre 


Sheffield Hallam University, UK 





n 2008, the sports economy in the 
UK grew by 2.0%, reaching £21.5 

bn in value. In doing so, it outper- 
formed the Gross Domestic Preduct 
(GDP), which increased by only 1.5%. 
This was contrary to most expectations, 
as normally when the economy slows 
down, we would expect the sports sec- 
tors to decline at a faster rate than the 
economy as a whole. In our view, there 
are two explanations for this seemingly 
anomalous performance by the sports 
market. First, consumers try to main- 
tain their spending habits. In doing so, 
they wrongly assume that the current 
economic difficulties are of a short-term 
nature. They finance their established 
spending patterns either via savings or 
by borrowing. Secondly, the preparations 
for the London Olympics have had posi- 
tive effects on consumer spending out- 
side of the usual business cycle. Prices in 
the sport economy rose by 1.6% com- 
pared with 2.5% (Consumer Price Index) 
for the economy as a whole. The economy 
was hit by rising fuel prices, declining 
housing prices, and increasing debt. The 
decline of the finance sector and the 
American housing market (interlinked 
with many UK banks) created uncer- 
tainty and reinforced the credit squeeze. 
The sector of the sport economy with 
the greatest growth in 2008 was sports 
clothing and footwear, rising by 5% in 
real terms and reaching a value of £4.3 
bn. This was followed by sports gam- 
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bling (4.4%) and boating (2.4%). On the 
other end of the scale, the markets for 
sport-related publications and specta- 
tor sports declined by 5% and 5.5% re- 
spectively. In the health and fitness sec- 
tor, there was a marked slowing down, 
mainly during the second half of 2008. 
Preparations for the Olympic Games 
have already had a positive effect as a 
result of capital investment (such as 
North East’s first 50 m swimming pool) 
made with 2012 in mind. The sport TV 
and DVDs market increased by 1% in 
real terms, reaching £2.7 bn in value. 
Similarly, the sports equipment mar- 
ket increased in real terms by 2.2%, 
aided by the increasing importance of 
supermarkets and ‘value’ retailers. Its 
value in 2008 was £1.6 bn. Overall, 
sport goods are growing at a faster rate 
than sport-related services (3% and 
1.6% respectively). This is partly be- 
cause services tend to be more vulner- 
able during an economic slowdown of 
the present magnitude. Sport-related 
subscriptions are among the first ex- 
penditure items to be sacrificed during 
times of economic difficulty. 


The economy 

The analysis of the leisure markets as- 
sumes certain developments in the glo- 
bal economic climate. There is a consen- 
sus that the current financial crisis is the 
most important crisis of Western econo- 
mies since the Wall Street Crash of 1929 


and subsequent depression. It is also 
widely accepted that the catalyst was, on 
the one hand, a lack of financial regula- 
tion, and on the other, a bubble in the US 
housing market together with all the fic- 
titious accumulation of capital that this 
generated. These effects have also been 
observed to a lesser degree in the UK 
economy. The housing bubble, coupled 
with rising energy prices, initially left the 
UK economy flirting with recession. At 
the beginning of 2008, recession was not 
the unavoidable outcome it seems to be 
now, following the financial disasters of 
September 2008. According to the Finan- 
cial Times (December 16, 2008): 
“Subprime mortgage lending in the US 
to high risk borrowers, were merely 
symptoms of a larger problem: global 
imbalances, in particular a highly in- 
debted US which sucked up the savings 
of the rest of the world and consumed 
more than it produced.” 

An economy cannot over-consume 
forever. To a lesser extent, the same is 
true for the UK. The current crisis marks 
the end of smaller credit expansions that 
have occurred since the Second World 
War. Although new borrowings may en- 
ergize the economy and facilitate inter- 
bank lending, it is unlikely to offset the 
predicted incoming economic pain. It 
must be clear by now that no national 
economy can negotiate its way out of the 
crisis easily in the face of a deteriorating 
US economy. The ability of the latter to 
stimulate its economy depends on the 
declining willingness of the rest of the 
world to accumulate dollar reserves. 

In the UK, the long-term erosion of 
the pound, compared with the euro, 
seems set to continue. Last year, we had 
predicted a long-term value of £1 to ` 
eurol.1 (Leisure Forecasts 2008-2012). 
This happened much faster than ex- 
pected. Low interest rates, additional 
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borrowing, and the UK’s current account 
deficit will fuel this process even fur- 
ther. In the short-term, economic growth 
is inconceivable. The most likely sce- 
nario includes a recession in the devel- 
oped world, coupled with opposite 
trends in China, India and some oil-pro- 
ducing countries. In effect, this will be a 
redistribution of wealth at a global 
scale, with China and India being the 
chief beneficiaries. The Western econo- 
mies can subsequently return to a 
growth trajectory from a healthier ad- 
justed position. The worst possible sce- 
nario is an explosion of protectionism in 
the US, destabilizing the world 
economy and resulting in a global reces- 
sion. Here, the first ‘optimistic’ scenario 
has been assumed. 

Table 1 includes the major economic 
forecasts for household consumption 
and Gross Domestic Product (GDP), 
both in constant prices (2003). House- 
hold consumption in 2008 will grow in 
real terms by 1.5%, a reduction from 3% 
in 2007. In the years 2008 and 2009, 
household consumption will decline by 
2.1% and 0.2% respectively. This is not 
an unreasonably harsh forecast, given 
that a milder recession in 1991 resulted 
in a 1.6% decline in household spending. 
Similarly, GDP will increase by 0.75% 
in 2008 (no official data are available 
for the full year). An absolute decline of 
1.8% will follow, placing the econemry in 
an official recession. This is a reason- 
able forecast, given that during the 1991 
recession, GDP declined by 1.4%. Subse- 
quently, the economy will follow a path of 
growth. In 2009 and 2010, real GDP will 
increase by 1% and 2.4% respectively. 


The leisure and sport sector 

The leisure sector in general has been 
relatively immune to economic fluctua- 
tions for many years. A period of sus- 
tained economic growth has changed 
consumer habits. Leisure-related ex- 
penditure, such as holidays abroad, has 
been elevated to a level usually occu- 
pied by more basie necessities such as 
food and energy. Even in the depths of 
financial crisis, there are pockets of re- 
sistance within the leisure sector. Ex- 
amples include Ladbrokes, the sport 
gambling operator, which reported a 
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strong increase in profits last November, 
and Travelodge, the budget hotel opera- 
tor, which reported sales increases of up 
to 45% in September 2008. This level of 
growth is unlikely to continue indefi- 
nitely. A prolonged period of recession 
will hit the leisure market in general and 
the sport market in particular. Spending 
on health and fitness subscriptions and 
subscription television are likely to be 
the first markets to be affected, although 
the repercussions will be felt throughout 
the sports industry. 


Sponsorship 

The market for sports sponsorship will 
be negatively affected by the recession. 
Marketing budgets have been reduced 
throughout the economy. This is appar- 
ent in many sports. In the case of 
snooker, a major sponsor, 888.com, has 
terminated its sponsorship of the 
World Championship three years into 
its five-year deal. At the same time, in- 
surance provider Saga, has announced 
that it will no longer back the Wembley 
Masters. The terminations left the 
game’s governing body with a shortfall 
in prize money of around £1.5 mn. Simi- 
larly, a sponsorship crisis is affecting 
Formula One motor racing following the 
decision of the Honda team to withdraw 
from the sport. Spiralling costs and 
threats by team sponsors to quit are 
undermining F1 operations. Bucking 
the trend, Indian technology giant Tata 
Consultancy extended its sponsorship 
deal with F1 team Ferrari. Under the 
terms of the deal, Tata Consultancy 
Services (TCS) will display its logo on 
Ferrari cars during the 2009 season. 
Significantly, only two sports have con- 
sistently reported increasing sponsor- 
ship spending in 2008: tennis and golf. 
Sponsorship deals in golf globally in- 
creased by 9% in 2008, reaching $1.35 
bn. This is mainly due to the ability of 
golf properties to work with industries 
beyond the traditional hospitality 
boundaries. Companies such as Dow 
Chemical Co. and Transitions Optical, 
Inc. have sponsored recent golf tourna- 
ments. In tennis, the insurance com- 
pany Aegon joined forces with British 
Tennis, announcing a £25 mn sponsor- 
ship deal with the Lawn Tennis Asso- 





Table 1: Economic Forecasts 


ciation. The deal is the largest in the 
history of British Tennis, and Aegon is 
the second largest financial services 
company with a stake in the game in the 
UK. Barclays reported that it was 
investing £20 mn in sponsoring the end- 
of-season Masters tennis tournament 
from 2009, when it moves to the O2 
Arena in London. In general, however, 
sponsorship is set to decline and only 
sports that can see beyond their tradi- 
tional boundaries can realistically hope 
for increased revenues. 

The worst year in which the reces- 
sion will bite is 2009. During this time, 
GDP in real terms will decline by 1.8% 
and household spending (volume) will 
decline by 2.1%. The sports sector will 
decline at an even greater rate of 2.6%. 
During 2010, as both the economy and 
the sport sector adjust, there will be a 
return to growth of around 0.1%. This is 
not insignificant as at the same time 
overall household spending is expected 
to decline. The sports goods categories 
are likely to grow overall throughout the 
recession period. The opposite is likely 
to happen in the sport services, with de- 
clines by 5.1% and 1.6% during the 
years 2009 and 2010 respectively. 

The sport clothing and footwear 
market is likely to grow in 2009 and 
2010 by 4.6% and 4.4% respectively. It 
will benefit from a sustainable govern- 
ment policy to increase sports partici- 
pation and from the position of sport 
and clothing and footwear as fashion 
items. The financial crisis has brought 
unexpected difficulties for the sport 
economy. Major high street operators 
had their credit protection withdrawn, ` 
most notably JJB. Coface, one of UK’s 
biggest credit insurers, announced last 
October that it would not provide cover 


| Chartered Financial Analyst | 


Sports Economics 





to its suppliers. This makes it very diffi- 
cult to trade, even if there is an effective 
demand for your product, as is the case 
“in sports clothing and footwear. JJB 
was further hit by the collapse of 
Kaupthing, the Icelandic bank which is 
a lender to JJB. Following these devel- 
opments the sportswear retailer is try- 
ing to sell off its Qube and Original Shoe 
Company in order to shore up its 
strained balance sheet. Downsizing op- 
erations will be a common theme 
throughout the leisure sector economy. 

The market for sports equipment (in- 
cluding bicycles for sport use) will decline 
by 5% in 2009. The following year, the 
market will marginally recover by 0.1% in 
real terms. Within the sports equipment 
market, the production of bicycles is a 
booming sector. A recent report of the En- 
gineering Employers’ Federation has un- 
derlined that manufacturing of bicycles 
and motorbikes is the second fastest 
growing sector of UK manufacturing. 

The health and fitness market will 
resist the downward pressure of the re- 
cession. Government policies to increase 
participation in sport and physical activ- 
ity and preparations for the 2012 Olym- 
pic and Paralympic Games are counter- 
acting influences. Despite them, health 
and fitness will increase in real terms in 
2009 and 2010 by 1.4% and 1.5% respec- 
tively. The economic recession will force a 
round of consolidation on suppliers. JJB, 


for example, is looking to sell its fitness 
clubs as well as its non-core assets and 
business. By the end of 2010, a much 
greater proportion of clubs will be in the 
hands of a narrower band of suppliers 
than at present. Another consequence of 
the financial crisis is that confidence in 
the medium to long-term financial posi- 
tion is down. As a result, expansion and 
development plans to increase the sup- 
ply are less likely to go ahead. In the face 
of stable or declining market supply, it is 
unlikely to see price rises for using health 
and fitness facilities. 

Spectator sports will lose heavily 
from the recession, declining by 7% and 
3.4% during the years 2009 and 2010 re- 
spectively, with seemingly over-priced 
football tickets fueling this trend. Con- 
sumers will increasingly choose home- 
based entertainment rather than enter- 
tainment away from home. The problem 
is not restricted to football. Arena Lei- 
sure, the operator of a quarter of all 
horserace fixtures, reported that 
racegoers were staying away from its 
courses, causing a decline in attendances, 
spending and hospitality packages. 
Premiership football clubs are going to 
face a particularly hard time during the 
next two years. It is unfortunate for them 
that the next contract for football TV 
rights will be negotiated in the middle of 
the recession. If the decline in BSkyB sub- 
scriptions or renewals is significant, as it 
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is expected, BSkyB is unlikely to accept 
paying a premium price for property 
rights. For the first time, an absolute de- 
cline in price is likely. This, in turn, will 
financially compromise a large number of 
overstretched clubs that will most likely 
look for buyers in oil-producing countries. 
If this does not happen, the structure of 
the Premiership is likely to change very 
radically within 2009. According to the 
Football Association chairman, English 
football has built up a debt of £3 bn, and 
requires strong regulatory supervision to 
prevent clubs from going bankrupt. 
Sports TV is likely to decline in real 
terms, during the years 2009 and 2010 by 
7% and 3% respectively. 

The decline of the sports market in 
2009 will be one of the most significant 
events that we have experienced in the 
sector over the last 30 years. The indus- 
try has been following a pattern of ex- 
pansion and consolidation, usually fa- 
cilitated by credit booms. This pattern 
will be disturbed and the industry will 
need to establish a new plateau from 
which to operate. Emphasis will be 
placed on organic growth, transparency, 
and long-term relationships with spon- 
sors. It will also be an opportunity to 
focus operations on what is substantial 
and profitable, rather than taking ever- 
increasing risks and debts to safeguard 
market share. Some sectors such as 
sports clothing and footwear, boats, and 
health and fitness may continue to 
grow. Most others are likely to face a 
degree of decline. The sports publica- 
tions sector, which is linked to the eco- 
nomic fortunes of mainstream newspa- 
pers, is likely to be hit the hardest. In- 
creasing use of the Internet will fuel this 
trend. However, we have plenty of rea- 
sons to be optimistic about the future. 
The current crisis will help operators 
and the government to plan for a better 
allocation of resources, using more real- 
istic growth plans. The lessons of the 
present recession will set the scene for a 
healthy growth in sport both in finan- 
cial and participation terms. Those who 
adapt best to the challenging times 
ahead will be the winners in what can 
reasonably be described as a period of 
economic Darwinism.s= 
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> Indian Mutual Fund Industry 


Facing Tough Times 


The global financial crisis, coupled with the liquidity crunch in India, has 
brought a sudden reversal in the fortunes of Indian mutual fund industry, as 
one can see from the steep fall in the AUM figures. 


— AN Sridhar 
Fund Manager (Equities) 
Sahara Mutual Fund, Mumbai 





e Indian mutual fund industry 
boasted of the highest Assets 
Under Management (AUM) in 
the month of April 2008, with almost 
Rs 6 tn of assets, as against almost Rs 
1 tn of assets at the end of year 2000, 
thereby growing six times. By the end of 
November 2008, the AUM shrunk to 
around Rs 4 tn, a whopping fall of 
around 30% in just six months. This, 
when read with the fact that the indus- 
try grew at a pace of 50% over the last 
three years, sounds shocking. Was the 
growth too fast which got moderated 
now? Or, can we term the fall too steep 
which requires immediate attention? 
Mutual fund investments are ex- 
posed to market risks, and if the AUM 
has diminished purely because of this 
factor with healthy growth of investors, 
it is not a bad sign. However, if a few set 
or group of investors dictate the growth 
of industry, it is indeed a bad omen. It is 
as good as dictating terms against the 
wishes of a majority of genuine inves- 
tors. The funds and the regulator need 
to get down to work to correct this im- 
balance. 


The genesis 

The genesis of the mutual fund industry 
in India can be traced to the setting up 
of the Unit Trust of India (UTI by the 
Government of India in 1964. The in- 
dustry was opened up for wider partici- 
pation in 1987, when public sector 
banks and insurance companies were 
permitted to set up mutual funds. Secu- 
rities Exchange Board of India (Sebi) 
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formulated the Mutual Fund (Regula- 
tion) 1993, which for the first time es- 
tablished a comprehensive regulatory 
framework for the mutual fund indus- 
try. Since then several mutual funds 
have been set up by the private and 
joint sectors. As of March 2008, 33 As- 
set Management Companies (AMCs) 
managed 956 schemes. The Indian mu- 
tual funds industry experienced unprec- 
edented growth from 2005 to 2007, with 
year-on-year growth of 32%, 62%, and 
68%, respectively. The Indian mutual 
fund industry, during the last 10-year 
period, has grown at nearly 22% CAGR. 
This is a testimony to the fact that in- 
vestors have confidence in the Indian fi- 
nancial system and the regulation of 
the mutual fund industry. 

Currently, more than 80% of mutual 
fund money is said to be managed by 
private sector Asset Management 
Companies (AMCs). Estimates show 
that individual investors make up more 
than 95% of the total number of inves- 
tor accounts, but contribute only around 
35% of the net assets under manage- 
ment. This rapid growth is resulting 
from huge spending on infrastructure, 
increase in personal financial assets, 
and rise in foreign participation. With 
the growing risk appetite, rising in- 
come, high savings rate, comprehensive 
regulatory framework, favorable tax 
policies, savvy products, role of dis- 
tributors, investor education and in- 
creasing awareness, mutual funds are 
indeed a favored destination. With bet- 
ter performance record, mutual funds in 


India are becoming a preferred invest- 
ment option compared to other popular 
savings avenues like the fixed deposits 
and postal savings that are considered 
safe but give comparatively low returns. 


Recent market trend 
The economic uncertainty of 2008 has 
stifled the stupendous growth of the 
mutual fund industry. The global finan- 
cial crisis, coupled with the liquidity 
crunch in India, has brought a sudden 
reversal in the fortunes, as one can see 
from the steep fall in the AUM figures. 
Equities form almost one-third of 
the total AUM of the mutual fund in- 
dustry. Equities have corrected signifi- 
cantly during the year. The equity AUM 
has shrunk mostly owing to market 
risks. Debts form the balance two- 
thirds of total mutual fund AUM. The 
October 2008 liquidity crisis, which 
catalyzed the steep fall in debt AUM, 
has brought to the fore several other 
risks of investing in the mutual funds. 


The equity market crash 

The equity markets (read NIFTY) cor- 
rected by more than 50% in the year 
2008, owing to global crisis and local 
factors. If we look at the returns deliv- 
ered by NIFTY index during the last five 
years, this year’s performance can only 
be categorized as a disaster for equity 
investors. 


ae af ee es ee ity 8 
i me ee 

The crash has highlighted the saben 
of market risks assumed by the inves- 
tors of equities and equity mutual 
funds. Some facts related to investment 
by mutual funds need attention and de- 
serve gradual tuning. Around eight to 
ten stocks were among the top 10 hold- 
ings of most mutual fund portfolios. 
Thus, if an investor was holding units of 
different mutual funds, he would be vir- 
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tually having the same stocks as top 
holdings. While this may bear fruit dur- 
ing a rally, a fall, like the one witnessed 
recently in some pivotal stocks, may 
dent the returns of all portfolios. The 
crash also brought to light the domi- 
nance of a single entity in the market. A 
major reason for the crash was large FII 
selling and absence of any other 
countervailing buying force in the mar- 
ket. We need government initiatives to 
permit several public sector profit mak- 
ing entities to invest in mutual funds. A 
small beginning is all that is needed. 


The FMP saga 

Fixed Maturity Plan or FMP are close- 
ended debt product, offering tax advan- 
tages, superior returns and easy li- 
quidity, with no restrictions on re- 
demptions. Fund houses that launched 





needed. 


FMPs assumed that the investors 
would hold them to term, and in order 
to outshine liquid plus schemes, fund 
managers invested FMP money in se- 
curities of a longer term than liabili- 
ties. They contributed to the signifi- 
cant rise in the assets under manage- 
ment during 2008 of several fund 
houses. Despite being less profitable, 
it helped a fund house claim higher 
valuation. 

Sectors that required funds for 
longer duration, viz. realty, NBFC, etc. 
were fed by short-term FMPs. By doing 
this, a mutual fund could promise supe- 
rior returns than those offered by an 
average fixed income product. Again the 
assumption was that by the time an 
FMP matured, the liabilities would be 
rolled over. 

It was smooth sailing till October 
2008 when the liquidity crisis struck 
the entire industry, which forced a large 
number of institutional investors pull 


out their funds. Redemptions were, 


pressed ahead of FMP maturity date. 
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We need government initiatives to permit several 
public sector profit making entities to invest in 
mutual funds. A small beginning is all that is 


There was a strategic error in thinking. 
Redemptions were not expected before 
due date, and as a result, the roll over 
dream got burst. 

Fund managers resorted to distress 
sale of assets held and hurt all those 
genuine investors who were to stay till 
maturity. Overwhelming volumes of re- 
demptions forced mutual funds to bor- 
row huge sums of money, with securities 
sold subsequently to pay back the loans 
and some held till maturity owing to illi- 
quidity. There was an intermediate pe- 
riod when cash equivalent instruments 
like Certificates of Deposit from major 
banks and commercial paper from lead- 
ing companies could not be sold. 

In such cases, the Asset Manage- 
ment Company (AMC) which carried 
the funding on their books penalized 
shareholders for helping investors. 


Thus, FMP was a catastrophe of sort in 
the mutual fund industry and hopefully 
important lessons have been learnt. 


Recent regulatory measures 

The FMP episode forced reintroduction 
of old rules by the regulator, Sebi. 
Close-ended products would now be 
listed and there would be no redemp- 
tion before maturity. So we are back to 
square one, with low volumes and big 
discounts at bourses for close-ended 
mutual fund products. Closed-ended 
fund would now live true to its name. 
Another change was that henceforth 
money collected under a closed-ended 
product need to be invested in instru- 
ments that match the maturity profile 
of the scheme. 

The above measures are likely to 
stifle the growth of the industry. With 
close-ended schemes always quoting at 
steep discount in the secondary market 
owing to illiquidity, it is unlikely that it 
would find favor with investors. With- 
out liquidity and without the extra re- 


turns offered by holding long-maturity 
bonds, FMPs would be a lot less attrac- 
tive to corporate investors now. These 
regulations are expected to provide 
more assurance of steady pace of future 
growth. FMP saga also forced Sebi to 
permit major discretion to fund manag- 
ers on less-traded debt security valua- 
tion. This was to insure that those who 
exit midway will receive a low NAV 
based on realistic valuations. The cen- 
tral banker, the regulator and the gov- 
ernment successfully struck the right 
note and avoided a major threat of de- 
fault. 

Instead of totally stopping close- 
ended funds redemption, can we think 
of imposing very high loads based on the j 
size of investments made by an entity 
or an individual? This would help, genu- 
ine small investors pay less for exit be- 
fore maturity and penalize big inves- 
tors while they exit before maturity. 


Contentious issues 

Distributors play an active role in the 
growth of the mutual fund industry. We 
can classify distributors as large corpo- 
rate distribution companies, banks, 
private and partnership companies, 
post offices and individual agents. The 
first two contribute almost 75% of the 
total mutual fund business. One cannot 
ignore the big role of distributors that 
have helped the mutual fund industry 
to grow at a phenomenal rate. There are 
however several anomalies. 

The way mutual fund products are 
sold today is definitely debatable. In- 
vestors from the existing schemes are 
churned to the new offerings by luring 
distributors with several lucrative in- 
centives. Good business is nowadays 
linked to various incentives for the dis- 
tributor. Investor churning forces a fund 
manager to sell stocks before they have 
delivered their full returns. The remain- 
ing investors of the scheme suffer. New 
money does not enter the market. Fi- 
nally, we are not sure whether the inves- 
tor has a scheme which he needs. Can 
we think of a channel without these 
negatives? Can we impose a common 
large exit load for early exits so as to 
discourage churning? We need a solu- 
tion here. We need a strict code of con- 
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duct that would promote discipline in 
d:stribution and at the same time en- 
sure the healthy growth of the industry. 

Investor education is another impor- 
tant aspect. It is the key to the healthy 
growth of the mutual fund industry. 
While education campaign is under- 
taken by every fund house through every 
possible channel, it is too sparse. The 
campaign is hot mostly during new fund 
offers and is almost non-existent at 
cther times. We need continuous bom- 
barding of benefits of investing in mu- 
tual funds. This should address every 
class of investors. Association of Mu- 
tual Funds of India (AMFD, the apex 
body of mutual funds, is taking every 
possible step. AMFI, both directly and 
in association with various bodies. con- 
ducts and participates in awareness 
programs. Statistics show that cur- 
rently around 8% of household savings 
are invested in the Indian matual 
funds. This is peanuts when we have fig- 
ures of 30% and 50% for Europe aad US 
respectively. Hopefully, as we trans- 
form to developed state, we would emu- 
late the savings pattern of the west. 
And if we are to identify ‘the most’ im- 
portant requirement for emulating the 
west, it is educating the investing pub- 
lic. 

One can lead a norse to water, but 
one cannot make him drink. While every 
effort can be taken to educate the inves- 
tors, there should also be willingness 
from the investors to invest in mutual 
funds. Some studies have shown that 
many investors today are unwilling to 
undertake ever mmimal risk. The ab- 
sence of assured returns from mutual 
funds and the competition from assured 
return products from government are 
cited as main reasons. 

The FMP saga has brought te the 
fore the fierce competition prevailing in 
the mutual fund industry. The steep 
rise and fall of non-equity AUM is not a 
surprise. The rat race to reach the top 
has more to do with the valuation of the 
business. Can we think of valuation 
based on conventional metrics such as 
profits rather than the AUM? 

Today, we reqinre a countervailing 
force in the market when large entities 
sell rampantly to meet their iquidity 
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requirements. The Indian market 
needs large players other than insur- 
ance companies and mutual funds. The 
Indian Government did plan to allow 
profit-making public sector undertak- 
ings to invest their surplus cash in mu- 
tual funds. Till today government- 
owned firms are not allowed to invest 
their excess cash in mutual funds. This 
option should be immediately explored. 

LIC has been a savior for the mar- 
kets. It has so far injected Rs 140 bn 
into the mutual fund sector, helping 
fund houses to tide over the recent cri- 
sis. We are in for a tough time in the 
coming months. Redemption pressure 
might increase over the next four 
months, when fixed maturity plan 
schemes of nearly Rs 370 bn are set to 
mature. Lessons learnt in the recent 
past would hopefully help the industry 
tide over the crisis. 

Another major contentious issue in 
the mutual fund industry is dealing 
with corporate redemptions, especially 
when they form significant chunk of the 
AUM of a scheme. The issue is conten- 
tious only when redemptions are 
pressed ahead of schedule or ahead of 
expectation by the fund. To meet the re- 
quest, the fund manager is forced to exit 
good assets and it hurts the remaining 
investors. In this industry, we see that 
funds provide the best of services and 
returns to corporate clients, and they 
are the ones who flee first at times of 
crisis. The irony is that the retail clients 
peg themselves even in times of crisis. 
Corporate clientele demand different 
return profile than that is demanded by 
retail investors, which is not surprising. 
They are also willing to take higher risk 
at times and place large money at 
stake. How then a mutual fund scheme 
can have a same portfolio to service two 
different client groups? Secondly, these 
diverse client groups have different in- 
vestment and redemption cycle. Thus, 
the underlying assets in the portfolio 
should be different, replicating the re- 
spective requirements. 


Challenges ahead 


The recent global economic turmoil and — 


the liquidity crisis have provoked us to 
think how the mutual fund industry 





e alten 


would grow in the years to come, espe- 
cially because we have seen erosion ol 
almost 30% of assets under manage- 
ment in 2008. With confidence of inves- 
tors in the market at low levels, cur- 
rently such thoughts are natural. How- 
ever, mutual funds are channels of in- 
vestments available to investors that 
predominantly fund the long-term re- 
quirements of the corporate world. 
Short-term erosions are corrections in 
the system and there is no doubt we 
still have huge untapped potential 
household savings that can be chan- 
nelled into the mutual fund industry. 

International and domestic finan- 
cial firms are queuing up to launch mu- 
tual funds in India, lured by attractive 
fees and rising valuations. Many local 
brokerages, which already offer portfo- 
lio management to wealthy clients and 
have nationwide networks, have 
evinced interest in diversifying into the 
funds business. 

McKinsey in the recent past esti- 
mated that the retail segment alone is 
expected to show a compounded annual 
growth of 35-42% over the next five 
years. The Boston Consulting Group 
has estimated that the assets under 
management would grow to Rs 26 tn by 
2015 from the current Rs 4 tn. 

The future holds great promise for 
the Indian mutual fund industry. The 
Indian households would find fewer bet- 
ter options than mutual funds for in- 
vesting their larger part of savings go- 
ing forward, when they compare the 
risks and rewards, especially for long- 
term investments. Large investors too 
would continue to see mutual funds as 
an attractive proposition. The regula- 
tor, the AMFI, the government and all 
the funds have a great role to play in 
providing a secure, conducive atmo- 
sphere for investment. Actions speak 
louder than words. It is time to deliver. 
We need an unbiased service for both 
individuals and large investors. We 
also need entry and exit norms, as also 
portfolio asset allocations that match 
respective investor profiles. We are 
passing through tough times; it is time” 
to break new ground.s 


CA ta carne PN NE PENOLA PURE INGE AGEN eh lg a af i ey yy A HINES 


Reference # 01M-2009-02-09-01 


| Chartered Financial Analyst | 


M BUSINESS ENVIRONMENT 


' Russia 


Boom to Gloom 


> 





i 
t 
A 


Russian economy, which even a few months ago was performing 
exceedingly well, has now fallen into serious crisis, courtesy declining 


global commodities and oil prices. 





en the global financial cri- 

sis set in, the Kremlin main- 

tained that they had ad- 

equate cash-cushion to endure any kind 
of blow. But within a few months, global 
financial cataclysm started invading 
Russian shores, proving the Russian au- 
thorities deceptively wrong. Sinking oil 
and commodity prices in the interna- 
tional market, a virtual collapse in stock 
markets, and declining rouble started to 
impinge on the real economy. Growth has 
slowed down, industrial activities have 
dipped, unemployment rate and wage 
arrears have increased, inflation has 
soared and default rate has risen. Dissi- 
pating sales and massive retrenchments 
have been reported from various compa- 
g nies in different sectors of the country. 
Sectors such as banking, automobile, 
construction and metallurgy have been 
hit badly. And on top of all, Russia’s im- 
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age as a safe haven to foreign investors 
has been stained and its $600 bn Stabi- 
lization Fund has lost one-fourth of its 
value in a futile effort to defend the over- 
priced rouble. 

The situation has deteriorated to 
such an extent that the economic growth 
and political stability that the then 
president Vladimir Putin and his ex- 
KGB associates had attained during 
their eight years at the helm, now seem 
awfully flimsy and point to Russia’s ex- 
cessive overdependence on commodities 
and oil exports and at the same time, 
the uncompetitiveness of other sectors. 
But more upfront trouble has arisen 
due to the steep decline in lending by 
foreign banks to the country’s debtors— 
some $170 bn in foreign debt is sched- 
uled to be refinanced in 2009. Even the 
Western credit rating agencies are 
downgrading Russian banks; 


New York-based global rating agency 
Standard & Poor’s has for the first time 
in nearly a decade downgraded Russian 
sovereign debt to BBB. Now, it is feared 
that, in 2009, for the first time since 
1998, Russia may be running a current 
account deficit. The World Bank pre- 
dicts that economic growth will fall by 
half in 2009, to around 3%. And given the 
depth and the extent of wealth that has 
eroded globally, many economists are 
opining that it would not be an easy es- 
cape for Russia this time also. 


From uncertainty to stability 
Since the disintegration of the erstwhile 
Union of Soviet Socialist Republic 
(USSR) in 1991, Russia under the 
Presidentship of Boris Yeltsin had em- 
barked on a market-oriented reform pro- 
gram to achieve consistent economic 
growth. But the transition from centrally- 
planned economy to market economy had 
put enormous pressure on Russia. Prob- 
lems in carrying out fiscal reform pro- 
grams and heavy reliance on short-term 
borrowing to finance budget deficit had 
ultimately led to a serious financial crisis 
in 1998. The implications of the crisis 
were serious with escalating prices, rising 
poverty along with growing cases of cor- 
ruption and crimes. The public sector 
units, which once belonged to the nation 
or the citizens, fell into the hands of a few, 
who became super rich. Added to these. 
the country had witnessed unprecedented 
erosion of capital. Falling prices of 
Russia’s major export items (oil and min- 
erals) and a loss of investors’ confidence in 
the aftermath of the East Asian financial 
crisis had exacerbated Russian woes. 
Resultantly, there was a rapid fall in 
rouble, delayed payments on sovereign 
and private debts and a kind of collapse of 
the banking system. 

Russia, however, had weathered the 
1998 crisis relatively well. In 2007. real 
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“Bussia needs to restructure its financial system to support sustainable growth at 


home and in export markets.” 


Russian economy, which was a grand success even a year ago, has 


somewhat lost its sheen in recent months. In fact, the economy is now 


officially into recession. How do you perceive this rise and fall of the 
Russian economy? 

Jim O’Neill: It is all pretty simple really. 
Qil prices dominate the financial health of 
the Russian economy. When oil prices rise 
significantly, as they did from 2001 to ear- 
lier this year (in fact, rose by more than ten- 
fold), economies excessively dependent on 
cil revenues tend to see their fiscal and ex- 
ternal balances improve dramatically. 
Russia experiences this more than virtu- 
ally anywhere. When oil prices drop, espe- 
cially abruptly, as it happened this year, it 
is a real problem. This is for two reasons: 
one, it is a ‘shock’; and two, there is suddenly 
a large loss of revenues. This has put Rus- 
sia under remarkable strain. 

Ismail Erturk: The success of the Russian 
economy was purely due to historically high commodity prices 
and the high demand for oil and gas internationally. It was 
not due to the strength of the domestic economy in Russia. 
Therefore, when the financial crisis in the Western economies 
turned into a serious economic crisis in 2008, and especially 
after September 2008, the Russian economy felt the conse- 
quences of the sharp fall in energy prices and similarly sharp 
fall in demand for commodities in a deflationary economic 
environment. What is interesting is the fact that how quickly 
the international commentators reach judgments about the 
so called BRIC economies without fully analyzing the struc- 
tural aspects of the economies in these countries and by ignor- 
ing the conjunctural reasons for high growth which was not 
sustainable. The Russian financial system was weak and is 
still weak to support a sustainable growth in the energy sec- 
tor and the rest of the economy. Russia benefitted from high 
liquidity in international capital markets during the last five 
or so years. Now access to such finance has disappeared. How 
will the restructuring, investments and growth be financed? 
Russia needs to restructure its financial system to support 
sustainable growth at home and in export markets. 

To what factors do you attribute this current crisis? 

Jim O'Neill: As discussed above, Russia is far too depen- 
dent on oil prices. As has been demonstrated by many econo- 
mies historically, there is something called the ‘Dutch dis- 
ease’ where economies that become overly dependent on 
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commodities tend to be unfocused on supporting their non- 
commodity sectors which subject them to vulnerability to ex- 
ternal factors. Only Norway and Canada to some extent have 
really demonstrated much success in dealing 
with this problem, and perhaps to a lesser 
degree Brazil is now showing some signs. Rus- 
sia needs to reduce the importance of energy 
prices, and the energy sector in its economy. 
Ismail Erturk: As I have mentioned in my 
earlier response, Russia suffers due to the 
deflationary forces in international 
economy. The world economy has entered 
into a series deflationary period. This has 
caused sharp falls in energy prices and de- 
mand for energy. Russia was lucky due to high 
energy prices and high growth in emerging 
economies. I think this crisis is likely to get 
worse before it gets better and I do not think 
that it will be over at least before two years. 
How do you explain the consequences of this cri- 
sis upon the Russian economy? 

Jim O’Neill: Russia is probably already in a recession. It 
needs to put in an appropriate perspective, as Russia has 
enjoyed considerable success since 2001. And although Rus- 
sia is now probably in recession, it is not likely to be in the 
degree of crisis as experienced in 1998. Indeed, if it results in 
Russia undertaking improved corporate governance and any 
other economic measure to improve their economy, then 
maybe this challenge could turn out to be helpful in the longer 
term. It is also perhaps important that this is occurring at a 
time when the US president is changing for the first time in 
eight years, and there is a chance for a vast improvement in 
the relationship between Washington and Moscow. 

Ismail Erturk: It puts severe pressure on the financial mar- 
kets in Russia although Russia has significant foreign currency 
reserves. This shows that the authorities were not prepared for 
the consequences of the global financial crisis and the global 
deflationary trends. In such periods, confidence is very impor- 
tant and the Russian authorities could not develop a strategy 
to deal with the negative developments in the stock and cur- 
rency markets as well as in banking. Although the authorities 
in Russia announced fiscal measures, yet these were not con- 
vincing. More flexible and creative measures are needed to con- 
trol the developments in financial markets and in banking. 
What is happening to Russian rouble? How do you see the central 
bank’s intervention in restoring the value of rouble? 


` 


l 


A 


f 


prices, this seems to be manageable. 


Ismail Erturk: The current situation in Russia is much more 
different than it was in 1998 when the rouble came under 


severe pressure. Russia has big currency re- 
serves. I think the lack of confidence together 
with the arbitrage opportunities that such 
periods create for financial actors will have a 
negative impact on the rouble. Also switch- 
ing to hard currencies will be preferred by 
cautious investors. All these will have nega- 
tive impact on the rouble. I think both central 
bank and other authorities in the stock mar- 
ket and the Treasury should not rule out 
radical forms of intervention. They need to 
remember that Hong Kong, which had huge 
foreign exchange reserves in 1998, protected 
the Hong Kong dollar against the specula- 
tors by partially nationalizing the stock mar- 
ket and changing the trading rules in the 
money and foreign exchange markets. The 


Russian authorities should be innovative, flexible and think 
outside the box to protect the rouble against speculative at- 
tacks and selling of roubles due to lack of confidence. But news 
management, coordination of the statements, and the actions 
of the authorities are equally important in such periods. 


Do you think that this recession is a temporary phenomenon or will it 


persist in the long run? 


Jim O’Neill: It all boils down to two things: oil prices and 
Russia’s economic policies. Russia is too dependent on com- 
modities, and if there is nothing to change that, then their 
economic fortunes will continue to be closely linked to the 
price of oil and gas. If oil prices recover, even to less than their 
previous peaks, this will help Russia to an extraordinary de- 
gree. If they don’t, then Russia needs to plan accordingly. In- 
deed, as I tried to show ata big speech I gave to the St. Peters- 
burg forum in the summer of 2008, it is likely that due to 
Russia’s demographics and other restraining factors, it may only 
grow on average by around 3% between now and 2020, about one 
half the desire of Russia’s leaders. IfI were them, I would assume 
the same modest potential. Then I would use this as a way to try 
and change policies to boost productivity and raise potential 
growth, as well as reducing dependency on oil prices. 

Ismail Erturk: This is a serious recession and countries like 
Russia which rely on global economic growth and global finan- 
cial markets will suffer significantly. The global recession is 
likely to continue for another two years. The problems of the 
banking system in the US and internationally have not been 
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Jim O’Neill: I think the Russian authorities are deliberately 
allowing the rouble to weaken gradually using their vast for- 
J» eign exchange reserves to manage the pace. They need to 
weaken the rouble to preserve their competitiveness, al- 
though at the same time, they need to keep it modest so that 
there is not an excessive flight of capital from Russia. Luckily 
with extremely large reserves from the years of strong oil 


totally sorted out. There are structural problems and the au- 
thorities have not addressed these properly. The Russian eco- 
nomic welfare does not depend on domestic growth. The Rus- 
sian banking system is not strong to carry the weight in bad 
times. For example, China will suffer from the global economic 
situation, but Chinese banks are relatively strong to support 
the domestic firms. Therefore, Russia really needs to use this 
crisis as an opportunity to restructure its financial system so 
that it supports its big international firms and competitive 
domestic firms. It looks like there will be huge fiscal stimulus 
packages in the US and Europe to get out of 
this crisis. And these packages seem to tar- 
get infrastructural investments. These could 
only be good news for Russia as such invest- 
ments need energy. But there will also be 
investment in green energy. Therefore, Rus- 
sia needs to look at trends in investments in 
the energy sector and need to develop strate- 
gies to benefit from these. 


Anything related that you want to share? 

Jim O'Neill: Beyond these issues, Russian 
policy makers need to do something about 
their dismal demographic outlook. At the 
moment, most independent observers as 
well as ourselves estimate that Russia’s 
population will be close to just 100 million 
people by 2050, compared to 140 million to- 
day. They suffer from a low birth rate, but a very high, early 
death rate. The government needs to also make a priority of the 
policies to change all of this, especially the death rate. Male life 
expectancy is a very low at 58, and there are considerable alco- 
hol-related serious illnesses. If they could address these prob- 
lems, then perhaps the longer-term outlook might be consider- 
ably brighter, but they need to act. 

Ismail Erturk: What this crisis has shown emerging economies 
like Russia is the fact that in the longer term the strength of 
domestic financial system and the domestic economy is the key 
objective. Russia has been reforming during the last 4-5 years to 
create internationally strong energy companies. This was a good 
policy choice. But you cannot achieve your objectives in this area if 
your national companies rely on capital in international markets. 
Russia needs large domestic banks which can support Russia’s 
economic ambitions. This crisis creates such opportunity because 
the Russian banking system is relatively healthier due to the 
crisis in 1998. Russia needs to create large banks that are profes- 
sionally managed and with efficient governance which support 
Russian economy in the longer term. If this was addressed a 
couple of years ago, the rouble would not have come under such 
attack. Also, the stock market and foreign exchange markets 
need to be reformed so that they are not sources of speculation. 
These require innovative and out-of-the-box kind of thinking. 
The global situation where the state intervention is now the 
norm should make such thinking easier, 
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The fact that Russia is in economic difficulties 
at the moment shows that the Russian 
economy is now integrated into the global 
economy. Just about every country im the 
world now faces a fall in economic activity or at 
least a marked slowdown in economic growth. 
Russia is no exception. Russia's previous fi- 
nancial crisis, in 1998, was linked with the 
Asian crisis of 1997 and was very much part of 
a problem in emerging markets. Also, it was a 
financial crisis in a weakly monetized 
economy. In 1998, therefore, Western econo- 
mias were still in pretty good shape and 
Russia’s weakness was not in any direct and 
significant way the product of weaknesses in 
OECD countries. At the same time, a large part 
of the Russian population then was living in a 
barter economy, and that part of the popula- 
tion was not affected by what happenec to the 
exchange rates and interest rates. This time 
round, most countries in the world are in 
broadly similar difficulties and nearly all of the 
Russian population is affected. 

Tolstoy said that every unhappy family is 
unhappy in its own particular way. So it is with 
the present crisis: we are all (or nearly all) in it 
together, but there are different patterns in gach 
country. In Russia, we see what you might call 
standard crisis phenomena: a fall in bank lend- 
ing affecting the housing market and con- 
struction and then spreading to other sectors; 
a rescue package aimed at the banks which 
doesn’t seem te do much to boost bank tend- 
ing; general ‘de-leveraging’. But we also ses 
some phenomena that. if not unique to Russia, 
are not shared by many other countries: the fall 
in oil prices is very damaging for Russia since 
oil and gas have been providing more than 
three-fifths of export earnings, close to a half of 
budget revenue and over a fifth of GDP And 
Russian companies have been borrowing 
heavily—that in itself is nothing special, but most 
of their borrowing has been in foreign currency: if 
the rouble continues to fall, they face major prob- 
lams in servicing their debt. Many have already ap- 
plied for state help in getting their foreign-currency- 
denominated loans refinanced. 

These two elements in the Russian cri- 
3is—damage from oil-price declines and prob- 
lems with corporate foreign debt—underline 
two key weaknesses of the latter-day Russian 
economy: its heavy dependence on oil and 
gas (and metals, where the situation is pretty 
similar to that in hydrocarbons), andthe limited 
development of its financial sector, which has 
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led to so much borrowing from foreign banks 
and issuing of bonds in foreign markets. These 
problems are exacerbated by the actions of for- 
eign investors. Foreign portfolio investors, who 
play a large part in the Russian stock market, 
have been getting out in droves (a) because 
investors are looking for lower risk and therefore 
quitting emerging markets; (b) on top of that, 
because they see a falling oil price as a danger 
signal for Russia in particular; and finally (c) 
because the Russian authorities had done a 
number of things to alarm foreign investors 
even before the crisis really struck: they were 
seen (perhaps wrongly) as having connived 
with the Russian side in the dispute between 
Russian and foreign shareholders in the TNK- 
BP joint venture; Putin had publicly and crudely 
attacked a Russian steel and coal company, 
Mechel, raising fears of another Yukos affair; 
and then there was the conflict with Georgia. It 
is not surprising that the Russian stockmarket 
has fallen by about 75% since its May peak— 
an even steeper fall than in most emerging mar- 
kets stock indices. 

The financial crisis, then, did not originate 
in Russia; but it has taken on particular dimen- 
sions there that reflect pre-existing Russian 
weaknesses. On top of the country’s 
overdependence on oil and gas and the weak- 
ness of its banking system, | would draw atten- 
tion to some other features of the Russian eco- 
nomic scene that will make a rapid and strong 
recovery unlikely—though recovery of some 
sort there will surely be. The first problem is 
demographic. It is well-known that the Russian 
population has been falling for some time; it is 
less well-known that the population of working 
age has only just begun to fall and will do so for 
several years. That is one constraint on growth 
in the longer run. Then there is the weakening 
of the all-important oil and gas production, due 
in part to excessive state intervention. More 
broadly, the Russian state’s attempts at diversi- 
fying the economy have been based on a top- 
down approach utilizing ‘state corporations’. 
This amounts to actively reducing competition 
and increasing the scope for corruption, which 
is already pervasive. Finally, the investment rate 
(the share of gross fixed capital formation in 
GDP) has been of the order of 19-20%, 
whereas a share of 25% or more is characteris- 
tic of middle-income countries catching up 
with the developed world in the long term. This 
has not mattered during the recovery phase 
from the depression of the 1990s, when there 


was excess capacity to exploit. Now it consti- 
tutes a constraint for long-run growth. 

Russia’s recovery this time will largely de- 
pend on the wider world—all the rest of us— 
gradually coming out of recession. To be hon- 
est, | don’t believe anyone knows how long this 
will take. On some analyses, it could start in mid- 
9009: on others, it could take a great deal longer. 

Meanwhile Russian policy makers have 
one particular decision that will matter for Rus- 
sia: whether to let the rouble float (and un- 
doubtedly fall a fair amount: R35 to the US 
dollar is a figure suggested by some, but no- 
body knows for sure) or to continue the 
present policy of step-by-step management of 
a reduced exchange rate against a dollar-euro 
currency basket. My own view is that the 
former would work better. On the present 
policy, firms and individuals have come to an- 
ticipate further devaluations and have an easy 
one-way bet: they buy foreign currency. The 
net private capital outflow from Russia is merely 
promoted by the present policy. The Russian 
central bank now estimates that outflow will be 
$100 bn in 2008, while the Ministry of Eco- 
nomic Development projects (in its baseline 
scenario) a further $90 bn outflow in 2009. 
Russia’s huge gold and foreign exchange re- 
serves are shrinking fast, from $598 bn on 8" 
August to $435 bn on 12" December. 

Finally, a word on consequences. The 
most intriguing question about consequences 
is what the crisis will do to Russian politics. The 
Putin regime (Putin-Medvedev regime, if you 
take Medvedev seriously, which | don’t) has 
been popular during a boom. It risks losing 
popularity and credibility if there is a prolonged 
recession or even just a slowdown. More to the 
point, the leaders will be acutely worried that 
this could happen. Like any authoritarian re- 
gime, they feel surrounded by enemies even 
when they aren't. They could react by intensi- 
fying social control. Or, just conceivably, they 
could do what one or two daring Russian liber- 
als have proposed: move towards real liberal- 
ization, including allowing real political compe- 
tition to develop in a framework that included 
separation of powers and the rule of law—the 
full liberal works. | think the former is much 
more likely, but you never know. 

— Philip Hanson 
Associate Fellow 


The Royal Institute of International 
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Russia, like many of its neighbors, is a major vic- 
tim of the globa! economic crisis. We should not 
think it will be a short crisis given its scope and 
the extent of wealth that has been lost globally. 
Russia’s $600 bn Stabilization Fund has lost 25% 
of its value in three months, largely in a vain effort 
to defend an overpriced rouble. Although the 
government defies expert advice to devalue 
rouble by 20-30% anytime soon, it is conducting 
a stealth devaluation that has not stopped the 
hemorrhaging of its reserves. Unemployment and 
the incidence of wage arrears are rising. Same 
7,500 firms either laid people off or announced 
plans to do so. Oil prices have fallen from $147/ 
barrel to $38, and West Siberian crude sells forstill 
less than that. Russia must therefore reduce the 
price of gas exports, but that level remains unde- 
fined for now. Meanwhile, Russia is cutiing oil 
production and will probably have to follow suit 
regarding gas due to depressed global and do- 
mestic demand. Finally, riots and demonstrations 
have broken out in Moscow and Vladivostok if 
not elsewhere. 

Yet, despite the visible signs of a protracted 
and structural crisis, the regime still manifests a 
state of denial about the crisis. It has endeavored 
to ban discussion of the situation and the word 
crisis. When the Deputy Finance Minister an- 
nounced that Russia was in recession, he was 
forced to recant. Prime Minister Putin, in line with 
the inveterate anti-Americanism that drives so 
much of domestic and foreign policy, attributed 
the crisis exclusively to American malefaction. 
Meanwhile Economics Minister, Elvira Nabidullina 
forecasts a 2.4% growth rate for 2009, despite a 
virtual unanimous dissent by Russia's econo- 
mists. Thus, the government is clearly at pains not 
only to minimize the severty of the crisis but also to 
avert any real examination as to its sources. 

Undoubtedly, the well-known defects of re- 
cent US policies have much to do with the crisis. 
But Russia's stock market crash preceded that of 
US financial values, as did declining oil praduc- 
tion and virtually stagnant gas production. These 
trends suggest the strong role played by dad do- 
mestic governance and policy in causing 
Russia’s decline. Despite promising fisca! and 
macroeconomic policies at the start of President 
Pytin’s tenure in 2000-2002, economic reforms 
have ceased since then, and Russia, as in the 
1970s, has coasted on a sea of revenues trace- 
able largely to energy rents and flows. 

The state has seized every opportunity to 
take over ever more of the commanding heights 
of the economy, for example the defense sector 
and industry, placing ever more corporations un- 
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der the control of government officials and thus 
stifling the innovation that comes with creating 
space for start-up firms. State meddling and con- 
trol invariably also lead to suboptimal outcomes, 
rampant corruption and inefficiency. Putin's ef- 
forts to strike at the Mechel firm in May, mainly 
because his deputies wanted to seize control of it, 
precipitated the stock market crash. The rev- 
enues earned from energy exports did not go to 
rebuild the energy infrastructure or to renovating 
Russia’s dilapidated overall infrastructure. Neither 
did enough revenue go to investment in reducing 
Russia's high-cost of production and its low 
quality that makes Russian products 
uncompetitive abroad. Nor did those funds invest 
enough in human capital, Russia’s still nightmar- 
ish (though somewhat improved) healthcare 
system, education, or science and technology. 
Finally, Russia also failed to invest enough in re- 
claiming and restoring the Far East and Russian 
Asia, a task that some analysts deem to be con- 
temporary Russia’s ‘civilizational task’. 

Consequently, Russia entered into this crisis 
bereft of the scaffolding and supports for its 
economy that would have allowed it to overcome 
its dependence upon a ‘cash crop’, mainly en- 
ergy, but also other commodities whose prices 
have also crashed. Instead of funding productive 
investments, it used the revenues it accrued for 
political projects, stifling domestic political opposi- 
tion, media takeovers, rent seeking state control of 
ever more corporations, and now vastly increased 
defense spending. It is hardly surprising under the 
circumstances that it wants to suppress any 0b- 
jective assessment of the crisis’ causes. 

But the government's reaction betrays both 
its mounting anxiety about the system it created 
and the elites’ determination to preserve and 
maintain their system of rent-seeking and graft 
while remaining unaccountable to anyone for 
their power. Indeed, the current government's 
strategy mixes repression, political consolidation, 
bailouts of oligarchs and elites, greater state con- 
trol, autarchy and anti-Americanism, an under- 
standable but pitifully insufficient strategy to con- 
front the task at hand. Thus, the government has 
bailed out the large oligarchs whom it entrusted 
with control over key companies and who bor- 
rowed heavily from Western banks, using their 
companies and their shares as collateral. It did so 
because in many cases these oligarchs and gov- 
ernmental officials are either the same people or 
else closely connected through the latter's high- 
ranking access to rents and power on their 
boards. It also did so to keep Russian firms from 
falling under foreign ownership. This harmonizes 


with the autarchic response espoused by Presi- 
dent Dmitry Medvedev and Deputy Prime Minister 
Sergei Ivanov who both advocated protectionism 
and import substitution as a key to recovery. And 
Prime Minister Putin argued that Russian money 
should invest, not in foreign securities or firms, 
but in Russian firms. 

These bailouts are especially pronounced in 
the defense industrial sector that has consistently 
failed to perform to market levels and quality since 
1991, but which is essential to the government's 
great power project. Indeed, despite launching 
an ambitious defense-spending program earlier in 
9007-08, the regime shows no willingness to cut 
it back to manageable and affordable scale to — 
rescue the rest of the economy, even though key - 
officials have publicly stated that it is a burden. To 
a lesser degree Moscow is repeating its earlier 
mistakes by increasing and maintaining an ex- 
cessively large military spending program that 
Russia cannot afford. Meanwhile, central banks, 
by loaning money to smaller banks, are taking 
them over and centralizing control of them. 

Apart from calls for autarchy at home, Russia 
is adopting the Nazi expedient of trying to compel 
CIS members to trade exclusively with Russia by 
enforcing a rouble zone in the CIS, Belarus having 
already surrendered its sovereignty over its cur- 
rency to Moscow in return for a bailout loan. It is 
establishing a gas cartel internationally to prop up 
its key export’s price. It also persists in striking at 
the US dollar by calling for an international rouble 
zone in energy trade and demanding reforms of the 
international financial system because of 
America’s dereliction. While US leadership has 
much to answer for, and will do so, Russia’s ex- 
ample hardly merits consideration as an alternative. 

Politically prominent figures like the Minister 
of Interior and Anatoly Chubais, Head of the RAO 
UES electricity firm, have publicly stated their 
anxiety about social unrest, with Chubais saying 
that the regime has only a 50% chance of sur- 
vival. Special police and military forces have been 
designated to suppress unrest and demonstra- 
tions, controls on the Internet are growing; a con- 
stitutional amendment extending the next 
president's term to six years has been rammed 
through, a move widely seen as allowing Putin to 
come back in 2012 and rule through 2024. The 
government's new treason law is also widely be- 
lieved to allow for the arrest and detention of any- 
one without recourse to jury trials and herald a, 
complete return to the era of dictatorship. 

Thus, this crisis, as revealed by the elite’s 
actions and statements, reveals their own per- 
ception of the regime's fundamental illegitimacy, 
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AN insecurity, and tenuous foundations. 
~~ Medvedev’s policies to date: mounting xeno- 
phobia in a state-controlled media: inveterate 
anti-Americanism for domestic as well as for- 
eign policy purposes; lurches towards eco- 
nomic autarchy and closed rouble blocs like 
that of Germany in the 1930s: state takeover of 
businesses and banks; heightened efforts at re- 
pression and a return to open autocracy under 
Putin; and the pervasive obsession with the res- 
toration of Russia's great power sovereignty that 
was widely considered to be under siege from a 
US intent on ‘humiliating’ Russia all betoken not 
just another turn of the Russian wheel and the 
Muscovite paradigm of autocratic control over 

the state and the economy from a single center. 
À They also amount to what political scientists 
might call a corporatist state. Or, if we were to be 
fair to the first authors of that term we could call 
this system by what it is best-known as, namely 
Fascism. Russia might not yet have arrived at 
that destination but unless reform and liberaliza- 
tion from the top, the only other alternative, are 
soon and decisively instituted, Russia will head 
towards Fascism. And that too will precipitate 
another protracted global crisis. 


— Stephen Blank 


Strategic Studies Institute 
US Army War College 
Carlisle Barracks, PA 


GDP growth rate was 8.1%—the high- 
est since the fall of USSR. The rouble 
became stable, inflation was in the 
comfort zone, and investment began to 
increase again. Importantly, Russia 
has been experiencing a boom in capital 
investment since the beginning of 2007. 
Capital investment posted record 
growth in June 2007, at a rate of 27.2% 
over the corresponding period of the pre- 
vious year and touched 579.8 billion 
roubles, with construction industry 
leading the way. So things were going ex- 
ceedingly well and in 2007, the World 
Bank declared that the Russian 
economy had achieved “unprecedented 
macroeconomic stability.” 


The making of the crisis 

However, it is quite amazing to see how 
¢ things have changed in just a few months’ 

time. Even in last September, Russia 

was on top of the world as the returning 

global power and a member nation of 
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BRIC countries, and was deemed, along 
with its other BRIC partners, to propel 
the global growth. But post September, 
with dramatic fall in the commodity and 
the oil prices along with deepening finan- 
cial crisis, the Achilles’ heel of the Russian 
economy has come to the fore. The fall of 
the Russian economy from grace under- 
lines the fact that the past success of the 
Russian economy was purely a result of 
historically high commodity prices and 
high demand for oil and gas internation- 
ally; and it was not due to the strength of 
the domestic economy. 

As Russia is too much dependent on 
oil and gas exports, it was caught in an 
economic ill, which is popularly known as 
‘Dutch disease’, where countries that are 
heavily dependent on commodities tend 
to neglect their non commodity sectors, 
which obviously makes them vulnerable 
to outside shocks. This is what has actu- 
ally happened with Russia. Added to it, 
Russia had somewhat become compla- 
cent about its key sectors and 
underinvested in exploration and devel- 
opment of oil and gas in the last decade. 
Again, over the last five years, Russia 
has de-privatized its oil assets from pri- 
vate investors and has been raking in 
petro cash from now state-owned oil com- 
panies. But the government is not at all 
equipped to manage projects that have a 
multi-decade life. 

On the other side, in between 2003 
and 2007, domestic credit growth in Rus- 
sia averaged 45% and a sizeable part of 
the lending was financed by foreign 
banks, which are now no longer willing or 
financially able to lend. It was the rapid 
spurt in credit that helped fuel imports, 
which rose by 30% in 2007 in volume 
terms. But unfortunately, the major por- 
tion of the imports was consumption 
goods that have not contributed towards 
enhancing Russia’s productive capacity. 
Instead, this unprecedented credit boom 
had added fuel to inflation fire, which 
weighed heavily on the competitiveness 
of Russia’s non-commodity sector. More- 
over, as wage growth averaged nearly 
30% over the last two years and the 
rouble-denominated cost of production 
rose, domestic manufacturers found it 
very difficult to compete with cheap high- 
quality imports. As a natural fallout, en- 


trepreneurs logically avoided manufac- 
turing and instead invested in much 
more profitable and more import-inten- 
sive sectors, such as banking, retail and 
construction. The resulting structural im- 
balances were well camouflaged by the ex- 
traordinary growth in energy and other 
commodity prices. For six straight years, 
the earnings from Russian oil and com- 
modity exports to world markets in- 
creased much faster than the cost of im- 
ports, offsetting the less flattering volume 
effects. But in recent months, as the com- 
modities moved into reverse gear and oil 
price dramatically plummeted to around 
$44 a barrel from its historic high of $147 
per barrel in July 2008, the vulnerabili- 
ties and the structural weaknesses of the 
Russian economy have come to the fore. 


In search of ‘perestroika’ 
Currently, Russia is cutting the produc- 
tion of oil and mulling similar kind of 
action for gas to counter the depressed 
global and domestic demand. Russian 
President Dmitry Medvedev has sug- 
gested that Russia might even join 
OPEC, the oil-producers’ cartel, so as 
have a greater say in determining oil 
price in the international market. 

But one thing is apparent: Russia 
needs to reduce its reliance on oil and 
gas prices. In the last five years, Russia 
benefitted immensely from high liquid- 
ity in international capital markets. 
But now situation has changed drasti- 
cally and liquidity in the global market 
has dried down. So it is now high time 
for Russia to restructure its financial 
system and arrange its own liquid capi- 
tal so as to support sustainable growth 
at home and in export markets. It needs 
to set up professionally managed banks 
with adequate liquidity which can sup- 
port Russian economy in the long run. 
Also, the stock market and foreign ex- 
change markets require the much- 
needed ‘perestroika’ (reform) so that 
they do not breed speculative activities. 
But all these require innovative and 
out-of-the-box thinking and the present 
global crisis, where the state interven- 
tion appears to be the norm, should 
make such thinking easier.» 
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In Times of Downturn 





The Indian stock market declines in recent times, especially the one in 
October last year, were spurred by hedge funds selling to meet redemption 
pressures. 


— Sunil George Kuruvilla 
Assistant Manager 
Global Trade Finance Limited 





edge in its original sense 

means a barrier or a limit. 

The evolved meaning of the 
word is: a means of protection or de- 
fense (as against financial loss). 
Hedge funds are supposed te do ex- 
actly that. Since they are hedged, the 
funds should (ideally) make money ir- 
respective of whether markets are go- 
ing up or down. As the name implies, 
hedge funds often seek to offset po- 
tential losses by hedging their invest- 
ments using a variety of methods, 
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most notably short selling. However, 
the term ‘Hedge Fund’ has come to be 
applied to many funds that do not ac- 
tually hedge their investments, and 
in particular to funds using hedging 
methods to increase rather than re- 
duce risk, with the expectation of in- 
creasing return. Hedge funds as a 
class invest in a broad range of in- 
vestments, including stocks, debt, 
and commodities. 

Hedge funds are typically open 
only to a limited range of professional 


or wealthy investors. This provides 
them with an exemption in many ju- 
risdictions from various regulations. 
In India, portfolio inflows through 
hedge funds were steadily rising until , 
recently. Last October, the Securities 
and Exchange Board of India (Sebi) 
lifted a ban on issuing the so-called 
Participatory Notes (PNs) as well as 
other caps on these instruments in an 
effort to pull in more foreign capital 
and shore up a rapidly falling Indian 
stock market. 

The decision reverses a year-old 
decision under which the regulator 
had placed a 40% cap on Foreign In- 
stitutional Investors (FIIs) issuing 
PNs through sub-accounts, and had 
completely banned any such instru- 
ments that were based on Indian 
stocks or index derivatives as part of 
a campaign to flush out what it had 
labeled ‘anonymous investors’. 

In the US, the government has re- 
cently offered a bailout package for hedge 
funds. Hedge funds will now be allowed to 
borrow from the Federal Reserve for the 
first time under a landmark $200 bn pro- 
gram intended to support consumer 
credit. The new program, aimed at inject- 
ing credit for consumers and small busi- 
nesses, including auto loans and credit 
cards, will be launched in February. 

The Indian stock market declines in 
recent times, especially the one in Octo- 
ber last year, were spurred by hedge 
funds selling to meet redemption pres- 
sures. India-specific Hedge Funds 
(IHFs) are at the bottom of the hedge 
fund performance table. According to a 
report compiled by Eurekahedge, a 
leading global hedge fund researcher, 
the India-specific funds registered over 
54% loss last year. 
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What leads to a plethora of these 
hedge funds in the first place and why 
are they scurrying for cover now? In 
recent years, there was a rise in the 
global risk appetite. This, coupled 
with the free flow of investment capi- 
tal into India, created a conducive en- 
vironment for hedge funds. It resulted 
in a virtuous cycle of asset prices go- 
ing up, resulting in more capital flow 
into those assets. Soon, the price 
graphs of most asset classes started 
to take the shape of a parabola—the 
typical sign of a bubble. 

The main reason for the present 
plight of most hedge funds can be at- 
tributed to the burst of this bubble 
(spread across asset classes). How- 
ever, hedge funds also suffer from cer- 
tain structural deficiencies, which 
have contributed to their present 


age ratio means that just a 5% loss 
could wipe out the initial capital. The 
moment there is uncertainty about 
the value of assets, redemption pres- 
sures arise—and this forces them to 
go for ‘forced selling’. With high lever- 
age, the incentives to take excessive 
risks are high. Thus, many hedge fund 
managers went for concentrated port- 
folios, increasing the possible upsides 
as well as possible downsides. The re- 
sult is there for everyone to see. 


Complexity of derivative 
instruments 

Derivatives are financial instru- 
ments, whose values are derived from 
the value of some asset. The degree of 
separation from the value of the un- 
derlying asset makes derivative con- 
tracts inherently risky. There was too 


Hedge funds typically try to take advantage of 
volatility to increase returns. However, volatile 
Situations can result in what is widely known as 


‘whipsaw’. 


plight. Some of the factors that lead 
to the flight of hedge funds are given 
below. 


High fee structure 

A hedge fund manager typically re- 
ceives both a management fee and a 
performance fee. Performance fees 
are intended to be an incentive for the 
investment manager to produce the 
largest returns he can. A typical man- 
ager will charge a management fee of 
2% of the fund’s NAV per annum and 
a performance fee of 20% of the fund’s 
profit. When the going is good, clients 
are likely to brush aside this high 
cost structure. As soon as things turn 
sour, clients may lose patience. 


High leverage 
The management of asset risk is very 
important, especially for a hedge 


fund. Many hedge funds chose to in- 


crease leverage to stratospheric lev- 
els. Most of them had a leverage ra- 
tio of at least 20:1. Such a high lever- 
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little appreciation among hedge fund 
managers of the risk involved in such 
transactions. 

Warren Buffett rightly says that 
derivatives are financial weapons of 
mass destruction. When valuing a 
portfolio of derivatives, even expert 
auditors could easily have widely 
varying opinions. For proper risk 
management, risk measurement is a 
key factor. Unfortunately, the com- 
plexity of derivative instruments, in- 
cluding futures and options, makes 
risk measurement degenerate into 
wild guessing. 


Unwavering focus on price 
action 
The stupidest reason, according to 
Buffett, is to buy something because 
the price is rising. Hedge funds are 
focused completely on price action, 
not on the underlying asset. This is 
myopic and highly risky. 

Hedge funds are also afflicted by 
a deeper malaise: Group Think. 


When the prices of oil were shooting 
up, they relied on the flimsy explana- 
tions and pet theories of economists 
to bid the prices further up. When 
the prices started falling, they 
jumped like lemmings off the cliff. 


Volatility of the markets 

In India, VIX of NSE touched a record 
high of 85 (closing value) on Novem- 
ber 17, 2008. The VIX is one of the 
investment industries’ most widely 
accepted methods to gauge stock 
market volatility. The value of VIX 
increases as the market goes down 
and decreases when the market 
moves in an upward direction. The 
higher the perceived risk in stocks, 
the higher the implied volatility and 
the more expensive the associated 
options, especially puts. Hence, im- 
plied volatility is not about the size of 
the price swings, but rather the im- 
plied risk associated with the stock 
market. Volatility is a double- 
edged sword. Hedge funds typically 
try to take advantage of volatility to 
increase returns. However, volatile 
situations can result in what is 
widely known as ‘whipsaw’. This is a 
hedge fund manager’s worst night- 
mare. No sooner has he entered a po- 
sition (either long or short), the situa- 
tion reverses itself, causing huge 
losses. The persistent volatility in 
various markets has not helped the 
cause of hedge funds. 

These are some of the reasons 
that resulted in hedge funds scurry- 
ing for cover in the present scenario. It 
is time for the managers of these 
funds to introspect on some of their 
practices and amend their approach. 
The managers must also realize that 
in the event of a downturn, there are 
no safe havens where they can hide. A 
downturn, invariably, spells doom for 
most asset classes. In such times, it 
is best to remember the wisdom of 
the age-old saying, “Cash is King.” 
And better still, remember the time- 
less lesson on leverage from the Bard 
himself: “Neither a lender nor a bor- 
rower be.” a= 
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During the Great Depression, the ability to keep promoting demand even 
as profit margin shrank served the sports industry well in weathering the 
slump. Certainly that historical lesson should provide a guidepost for 
contemporary athletic entrepreneurs. 


— Mark Dyreson 
Department of Kinesiology, 
Pennsylvania State University, 
Pennsylvania 





first decade of the 21* century 

has been something of a ‘golden 

age’ in global sport. The Olympic 
Games staged in Beijing in 2008 and 
the World Cup slated for South Africa 
in 2010 herald the increasing globaliza- 
tion of the sports industry. Sport has 
become a major economic sector not just 
in affluent North America and in Eu- 
rope but in almost every corner of the 
world. Soccer and basketball have 
boomed. International stars dot the ros- 
ters of the globe’s premier professional 
soccer leagues as well as the US-based 
National Basketball Association. The 
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center of cricket gravity has moved from 
Great Britain, Australia, and the West 
Indies to the Indian subcontinent. All 
manner of sports events, from golf and 
tennis tournaments to ‘ultimate fight- 
ing’ and auto racing championships, are 
staged not only in the old markets of 
Europe and North America but also in 
the rising economies of Asia, Africa, and 
Latin America. The sports industry rep- 
resents one of the most dynamic and 
most widespread elements of the con- 
temporary global economy, generating 
billions of dollars and garnering more 
attention from the world’s diverse 


B- 


peoples than any other social activity. 
And now comes the crash of 2008, 
threatening gloom and doom to this 
huge, emerging industry. From points 
around the globe comes the news of 
eroding sponsorships, cancelled events. 
The fear that consumers will lose their 
robust appetites for sport stalks the 
planet. Dire warnings of plummeting 
attendance and collapsing advertising © 
revenues fill the financial news about 
sports and breed a crisis of confidence 
among athletic entrepreneurs. Athletes 
and agents ponder diminishing sala- 
ries. Owners wonder about the viability 
of their enterprises. Cities and nations 
wonder whether they should continue to 
build sporting venues. Should South Af- 
rica expend its treasure on staging the 
2010 World Cup? Should Canada reach 
deep into public coffers to shore up the 
2010 Winter Olympics? Should Great 
Britain continue to invest in the 2012 
Olympics? Or, should these and other 
nations with grand sporting dreams jet- 
tison their athletic visions and focus 
their resources on more fundamental 
economic initiatives? 

In the US, the Arena Football 
League has suspended operations, 
while NASCAR reels, as corporate 
sponsors abandon a sport based on the 
products built by the three major US 
automakers. Minor sports leagues 
struggle, while even the glorious Na- 
tional Football League, the most lucra- 
tive cartel in the American sports 
economy, ponders budget cuts and fears 
declines in attendance and revenues. 

While current events reveal that 
just as any other economic endeavor, 
sport is hardly recession-proof, policy 
makers, athletic impresarios, industry 
experts, athletes, and fans might find a 
small measure of solace in a historical’ 
parallel. Nearly a century ago, during 
the 1920s, the US enjoyed its own na- 
tional ‘golden age’ of sport. The last year 
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of the decade witnessed the beginning of 
the most calamitous economic collapse 
in modern histery—a global ‘Great De- 
pression’ swept over capitalism. At the 
outset of that earlier financial crisis, a 
very similar sense of doom to the cur- 
rent climate of opinion settled over the 
American sporting infrastructure. Pre- 
dictions of the collapse and fall of the 
entire sports landscape filled the press. 
Glum assessments of fans abandoning 
their passionate consumption habits 
älled the front offices of franchises and 
leagues. Sponsors cut back on their un- 
derwriting campaigns. Cities wondered 
whether they should continue their sta- 
dium-building projects. In Los Angeles, 
which had won the right to host the 1932 
Olympics and was in the process of ex- 
panding its municipal Coliseum to seat 
105,000 for the spectacle, sentiment 
mounted to scrap the entire endeavor. 
The Great Depression certainly had 
an impact on the American sports in- 
dustry, but not the chilling impaet that 


many assume. In many ways, the sports 
sector weathered the Depression of the 
1930s far better than most other seg- 
ments of the economy. By many mea- 
sures, it expanded rather than con- 
tracted during the Great Depression, 
developing new markets anc adopting 
innovations that strengthened the in- 
dustry for years to come. While not re- 
cession-proof, it was recession-resil- 
ient. Consumer demand remained 
strong throughout the collapse. Rela- 
tively low prices, compared with some 
other consumer goods, combined with 
abundant desire for escapism in the 
midst of the social misery spawned by 
the economic calamity, made sport, 
along with other sectors of the popular 
culture production industries, such as 
cinema growth markets, interesting ex- 
ceptions to the general patterns of the 
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Contrary to popular opinion, many segments of 
the sports industry actually grew during the Great 
Depression. In spite of the general hard times, the 
escapism business boomed. 


Great Depression. 

Curiously, baseball, the largest en- 
tity in the US sports market as well as 
the undisputed national pastime of 
that era, suffered more than any other 
market. In the year before the onset of 
the Depression, major league baseball 
savored its most prosperous season to 
that point in history. Just four years 
later, in the depths of the Depression, 
attendance had taken a massive plunge 
of more than 45%. As many as half of 
the 16 major league franchises then in 
the league hovered on the verge of bank- 
ruptcy. Owners forced a nearly 50% pay 
cut on players. Even stars such as Babe 
Ruth suffered. In 1929, Ruth earned 
$80,000, a salary higher than that of 
the president of the US, but by 1934, he 
was making only $35,000, still more 
than eight times the average major 
league salary. 

While major league baseball 
struggled, the minor leagues fared even 
worse, aS many circuits went into re- 


i 


ceivership. The American Basketball 
League and the American Soccer 
League went under, while the National 
Hockey League (with franchises in both 
Canada and the US) and the fledgling 
National Football League contracted 
significantly. A deeper look, however, at 
baseball and some of the other enter- 
prises that failed in the 1930s reveals 
that economic collapse alone was not re- 
sponsible for their problems. Baseball 
had in fact been in trouble even in the 
‘golden age’ of the 1920s, as its relative 
market share, compared to other sports 
and entertainments such as movies, 
declined in the age of prosperity preced- 
ing the collapse. Baseball suffered dur- 
ing the 1920s from overextension and 
lack of innovation, problems the De- 
pression aggravated but did not cause. 

The Depression did produce some 


innovations that eventually improved 
the bottom line. During the 1930s ma- 


jor league baseball introduced night | 


games and developed lucrative new re- 
lationships with sponsors, from 
Wheaties breakfast cereal to Ford auto- 
mobiles to Gillette razors to the beer 
breweries which reopened in the period 
after the repeal of Prohibition. The 
most important step baseball took was 
adapting to a new technology. Commer- 
cial radio had blossomed in the US dur- 
ing the 1920s, but baseball had mainly 
resisted broadcasting on the new me- 
dium, fearing that beaming the games 
over the airwaves to consumers in the 
comfort of their own homes would de- 
stroy attendance at games. Intrigued by 
the willingness of radio stations and 
corporate sponsors to pay for broadcast 
rights and desperate to balance their 
bottom lines, major league franchises 
jumped into the new market during the 
Depression. They discovered that broad- 
casts did not diminish but in many cases 
built fan bases and mined important 
new revenue streams that changed the 
economics of their business forever. 

Major league baseball’s woes and 
innovations during the 1930s provide 
current analysts with at least two les- 
sons. First, those segments of the sports 
industry that suffer serious decline in 
the current economic downturn should 
look to long-term structural problems for 
causes rather than to the immediate 
chaos of the financial collapse. Second, 
economic hardships provide incentives 
to experiment and risk than can revital- 
ize struggling industries. 

The history of much of the American 
sports industry beyond the major league 
baseball reveals other important les- 
sons. Contrary to popular opinion, many 
segments of the sports industry actually 
grew during the Great Depression. Like 
the other factories of cultural production, 
especially the Hollywood film industry, 
sporting entertainments and activities 
provided temporary escapes from the 
economic maladies the masses suffered. 
In spite of the general hard times, the 
escapism business boomed. 

Many other sectors of the American 
sports industry had not been as reluc- 
tant as baseball in the 1920s to partner 
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with the new electronic mass media. 
College football, horse racing, prize 

, fighting, and a host of other sports took 
/ readily to the radio waves, enhancing 
their market share and protecting their 
popularity during the Depression. The 
radio offered cheap and easy access to 
fans and kept sport in the hands of con- 
sumers. Radio ratings rose for sports 
during the Depression. Indeed, the 1938 
rematch between Joe Louis and Max 
Schmeling for the heavyweight boxing 
championship of the world drew the 
largest radio audience in American his- 
tory, with two of every three radios in 
the nation tuned to the fight. The worst 
economic collapse in American history 
A did little to dent that vast media infra- 
structure supporting the sports indus- 
try. In the sports media, consumer cul- 
ture survived the Depression. This is 
one of the chief lessons from the dismal 
economic history of the 1930s that the 
21“ century stewards of the sports 
economy should take. 

Intercollegiate football, the second 
most popular national pastime of the 
original American ‘golden era’, suffered 
some initial losses at the turnstiles in 
the beginning of the 1930s but quickly 
rebounded and more than doubled dur- 
ing the Depression era. How did the 
managers of big-time collegiate football 
manage this miracle when baseball 
stumbled so dramatically? They re- 
acted quickly to the changed conditions 

and cut ticket prices substantially. 
Though revenues declined they kept 
their giant stadium filled and contin- 
ued to fuel the consumer habits on 
which their success depended. College 
football did not continue the facilities ex- 
pansion binge that began in the more 
prosperous ‘golden age’ when dozens of 
stadiums seating more than 50,000 
spectators popped up on campuses, but 
it did keep the existing stands full by 
adapting quickly to the new market con- 
ditions, a tactic from which contempo- 
rary managers of the sports industry 
might profit. 

In many other venues, both large 
and small, consumption rates ex- 
‘panded rather than diminished during 

the Great Depression. Intercollegiate 
and interscholastic sports programs 
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grew. Prize-fighting maintained its po- 
sition as a popular attraction. Atten- 
dance at horse tracks increased sub- 
stantially. General participation in a 
host of recreational activities, including 
golf, tennis, skiing, and bowling, ex- 
panded. The bicycle business, which in 
the boom of the 1920s had seen its adult 
market for both recreation and transport 
severely damaged by the mass produc- 
tion of automobiles, adapted to the new 
conditions and retooled to become a 
popular children’s toy. 

In each of these cases, the sports and 
recreation industry built enduring cus- 
tomer bases during economic hard 
times by recognizing that while profits 
might not reach the levels predicted in 
more prosperous times, solid returns 
could be generated if they managed to 
keep prices in the reach of mass con- 
sumption, even as other sectors of the 
economy tottered toward extinction. 
The ability to keep promoting demand 
even as profit margin shrank served the 


Coliseum and other facilities and 
staged the first Olympics to ever turn a 
profit. A combination of public and pri- 
vate financing underwrote California’s 
spectacle, an important footnote for cur- 
rent analysts looking for clues in past 
depressions. The worldwide promotion 
of Los Angeles that the 1932 Olympics 
fostered should provide solace for Cana- 
dian, South African, and British pro- 
moters as they slog through prepara- 
tions for their own global mega-events 
in an economically fragile environment. 
The managers of the 2010 Winter 
Games, the 2010 World Cup, and the 
2012 Olympics should look not only to 
California’s innovative public and pri- 
vate sector alliances and the long-term 
public relation gains but to the funda- 
mental lesson the Los Angeles organiz- 
ers grasped. Global success depends on 
global participation. The Southern Cali- 
fornia boosters underwrote travel and 
accommodation costs—even adding for 
the first time in Olympic history a ‘vil- 


Intercollegiate football suffered some initial 
losses at the turnstiles in the beginning of the 
1930s but quickly rebounded and more than 
doubled during the Depression era. 


sports industry well in weathering the 
slump. Certainly that historical lesson 
should provide a guidepost for contem- 
porary athletic entrepreneurs. They can 
build consumer loyalty now that will 
help their enterprises flourish when 
more and more profligate mass spend- 
ing era returns. 

Some municipalities in the US built 
or expanded sport facilities even during 
the Depression. Lake Placid, New York, 
developed extensive new facilities to host 
the Olympic Winter Games. Though tax- 
payers had to pick up a shortfall of the 
games themselves, the event enhanced 
the area’s reputation as a winter sports 
capital and helped to fuel a nationwide 
ski boom that aided resort towns 
throughout the nation. 

Los Angeles boosters ignored calls 
to stop construction on the expanded 


lage’ that housed most of the athletes— 
to guarantee that Depression-strapped 
nations from the far corners of the earth 
sent delegations to Los Angeles. 
Contemporary observers should 
also understand that the Los Angeles 
and Lake Placid Olympic endeavors 
served in part as public works projects 
and were funded by public as well as 
private monies. Local, state, and fed- 
eral aid to the sports industry expanded 
dramatically during the Great Depres- 
sion, as Franklin Delano Roosevelt won 
the presidency in 1932 and launched an 
extensive workfare program dubbed the 
‘New Deal’. Roosevelt's New Deal built 
huge infrastructure projects such as the 
Tennessee Valley Authority, massive 
public buildings and entire new neigh- 
borhoods, and transportation and elec- 
tric power grids. The projects were, de- 
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signed to create jobs and shore up the 
foundations of the national economy, 
much as some of President Barack 
Obama’s recent proposals for govern- 
ment action suggest. Indeed, as many 
commentators have noted, the New 
Deal serves as one of the foundations for 
Obama’s econemic policies. 

During the 1930s, Roosevelt under- 
stood that sport and recreation were a 
basic component of the national infra- 
structure—at economic, social, and cul- 
tural levels. Roosevelt recognized this 
before he ever made it to the White 
House, when as Governor of New York 
he supported the Lake Placid Olympics 
as a central plank of his statewide eco- 
nomic rejuvenation plan. When he won 
the election Roosevelt made sport a 
keystone of his New Deal Programs. 
The Civilian Conservation Corps, the 
Works Project Administration, and 
other ‘alphabet agencies’ that the 
Roosevelt Administration created put 
armies of people to work, constructing a 
vast new system of recreational facili- 
ties in American forests, deserts, and 
cities. Federal funds built parks, play- 
grounds, and gymnasiums. Government 
workers swarmed federal lands, carving 
campgrounds and cutting hiking trails. 
Federal accounting records reveal that 
between 1935 and 1941 the national 
government spent $941 mn on sports fa- 
cilities and an additional $229 mn to fi- 
nance community recreation programs. 

Federal agencies built high school 
football stadiums and basketball gym- 
nasiums that enhanced the develop- 
ment of those sports. Government pro- 
grams increased the popularity of many 
sports, countering the impact of the 
Great Depression and democratizing 
swimming, golf, and tennis. While the 
number of private swim, golf, and ten- 
nis declined precipitously during the 
Depression, a construction frenzy spon- 
sored by all levels of government more 
than made up for the shortfall by build- 
ing public golf links, tennis courts, and 
swimming pools. Taking an example 
from one particular sport, federal funds 
financed 770 new swimming pools. The 
dramatically increased public access to 
swimming generated a recreational 
revolution and social revolution in 
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American society. A 1930s study by the 
National Recreation Association discov- 
ered the astonishing fact that by the end 
of the Great Depression swimming 
ranked with attending the movies as the 
nation’s most popular leisure activities. 

Contemporary practitioners of the 
‘dismal science’ who forecast on the glo- 
bal sports industry can take heart from 
the American experience during the 
Great Depression. The Depression did 
not dampen the consumption of athletic 
spectacles nearly as much as it reduced 
consumption in almost every other sec- 
tor of the economy. Indeed, in many are- 
nas, markets, if not always revenues, 
grew. During the economic calamities of 
the 1930s, Americans continued to buy 
tickets for games, to read about sports 
in the press, and to listen to contests on 
the radio, paving the way for rapid ex- 
pansion when good times returned. 

Policy makers can focus on four ba- 
sic lessons from the Great Depression. 
Enterprises that suffer major declines 
probably already manifest serious 
structural flaws just as baseball did in 
the 1930s. They should use the chal- 
lenges to try bold new strategies. Op- 
erations that adapt to the decline by cut- 
ting prices and keeping customers have 
the potential to thrive, as college football 
did in the 1930s. Endeavors willing to 
adapt to new communication technolo- 
gies that provide inexpensive access to 
sports entertainment may well expand, 
as sports on the radio did in the 1930s. 
With neo-Keynesian deficit spending re- 
turning to political favor, sports and rec- 
reation conglomerates may well find 
strong government support to expand 
their reach, as outdoor recreation, espe- 
cially swimming, did in the 1930s. 

If the current recession slides into a 
global depression, industries that pro- 
vide escapism will just, as in the 1930s, 
find new opportunities. While perhaps 
not recession-proof, of all the major sec- 
tors of the economy, sport ironically has 
more potential for growth in difficult 
fiscal environments than most other in- 
dustries—at least if the Great Depres- 
sion provides an accurate barometer for 
the current global marketplace.= 
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Though the global economy is in the grip of recession, there are grounds in 
sport for optimism, for sport, as a product, offers something to fans, 
customers, commercial partners and broadcasters that other products 


cannot. 


— Simon Chadwick 
Chair in Sport Business Strategy and Marketing 


Director of Center for the International Business of Sport (CIBS), 


Coventry University Business School, UK 





ll well-written dramas have a 

beginning, a middle and an end, 

in between which the plot 
twists and turns, often in unexpected 
ways. So it is with the global economic 
downturn, which appears to have all the 
hallmarks of a classic drama. The im- 
act of the downturn on sport has cer- 
tainly started, it definitely is not yet fin- 
ished, and so we find ourselves some- 
where in the middle of what is rapidly 
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becoming the most unprecedented situ- 
ation facing the new world of commer- 
cialized, globalized sport. Just about 
six months ago, I was asked to comment 
on the consequences the downturn 
might have for sport. While I stand by 
the underlying principles of my assess- 
ment at that time—that sport will be 
amongst the most recession-resistant 
industries—the world’s economic prob- 
lems have developed with a velocity and 


severity that have taken even the most 
pessimistic commentators by surprise. 
Indeed, sport, which at one time may 
have appeared to be largely immune to 
the impending recession in some coun- 
tries, can now only be described at the 
very best as being more resistant than, 
for instance, the financial services sec- 
tor. 

Events, sponsors, clubs and players 
have already been affected by an eco- 
nomic reality that some in sport have 
never encountered before. Yet, it was 
the demise of the Honda Formula One 
team late last year that arguably 
sharpened people’s sense that sport 
faces a major problem in coping with 
the downturn. Many were left asking, if 
a sport like Formula One, characterized 
by its heady mix of money, global ap- 
peal and glamor, could fall a victim to 
the world’s financial paralysis, then no- 
body would be safe. Such was the impact 
of Honda’s pullout, that Formula One 
witnessed a game of Chinese whispers in 
which rumors of further pullouts, involv- 
ing teams ranging from Benetton to 
Toyota, were being pedalled. During ner- 
vous times, people inevitably become 
twitchy, a sense of self-fulfilling prophecy 
hanging thick in the air. For the time be- 
ing at least, the world’s premier motor- 
racing series appears to have stabilized 
itself, in part due to a recent cost-saving 
agreement amongst the participating 
teams. However, as with all good dra- 
mas, there may yet be several twists and 
turns in the story. 

One of the interesting aspects of the 
Honda case is that it dispelled the myth 
that the downturn is a distinctly Anglo- 
Saxon phenomenon: we are actually all 
in this together. This leads one to recall 
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the old adage that when America 
sneezes, others catch a cold. In this case, 
the US is not just sneezing, it is cough- 
ing, spluttering and running a fever, 
something we should all be fearful of. In 
sport, there is a great deal of poignancy 
to this; the US is home to some of the 
biggest, most commercial and richest 
sports in the world. Moreover, although 
it is the world’s biggest free-market 
economy, the US runs its sports like 
communists through a range of central- 
ist measures designed to ensure the 
health and efficieney of national insti- 
tutions like basketball, baseball and 
American football. However, in spite of 
the central controls, the recession has 
already taken hold of US sport. For in- 
stance, the National Football League 
has announced that it will be shedding 
around 10% of its workforce, and the 
Indianapolis Motor Speedway (home to 
the Indy 500 motor racing event) has in- 





tainty of outcome’. 


dicated that it too will be making seri- 
ous job cuts. Elsewhere, the world’s rich- 
est sportsman, Tiger Woods, has had 
his five-year, $8 mn annual contract 
with Buick terminated early. 

Outside the US, the picture is no 
less worrying, there being further evi- 
dence that sport is encountering diffi- 
cult times. The World Rally Champion- 
ship teams Subaru and Suzuki have 
followed Honda out of top-level 
motorsport; Vodafone has withdrawn 
its sponsorships of both the England 
cricket team and the Epsom Derby 
horse race; and the 2009 Indian Golf 
Masters has been cancelled. Consider 
also the case of English Premier League 
football club West Ham United: firstly, 
it lost its shirt sponsor when XL Airlines 
went into administration. The deal, 
worth an estimated £7.5 mn over three 
years, has since been replaced by a new 
deal with online gambling company 
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In recessionary times, sport is effectively a safe 
port amidst the eye of a storm. The essence of 
this is what economists refer to as the ‘uncer- 


SBOBET, a deal thought to be worth con- 
siderably less than the XL deal at £2 mn 
for an 18-month deal. In the meantime, 
the Icelandic owner of West Ham has 
suffered severely as a result of the global 
financial crisis. 

Yet, there remains conflicting evi- 
dence about just how serious the down- 
turn actually is, and about whom it is 
most affecting. Even during these sup- 
posedly difficult times, a number of 
Middle Eastern emirates continue to 
jockey for position as one of the world’s 
leading sports-hubs, alongside other 
Asian competitors such as Singapore. 
The economic power of these emirates is 
such that we have seen the recent acqui- 
sition of Manchester City for £200+, 
overnight making them the world’s rich- 
est football clubs, followed by City’s im- 
mediate purchase of Brazilian player 
Robinho for £32 mn. Moreover, in the 
face of impending economic gloom, last 
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year’s Singapore F1 Grand Prix was the 
self-proclaimed antidote to global eco- 
nomic woes. Then factor in the Beijing 
Olympics; there were no real signs of 
any economic downturn in China when 
the country spent upwards of $40 bn to 
stage the games, and the positive eco- 
nomic ripple of this mega-event was 
even felt in Great Britain at a time 
when recessionary fervor was just be- 
ginning to hit. In the six weeks after the 
Beijing Olympics, it was being reported 
that in Britain the sales of bicycles had 
increased by upwards of 20%; sales of 
sports bras had increased by 27%; sales 
of energy bars and sports drinks had in- 
creased by 155%; and sales of swim- 
ming equipment increased by upwards 
of 36%. Moreover, in the aftermath of 
the summer Olympics, much was being 
made of the loss of two major Interna- 
tional Olympic Committee sponsors (it 
was conveniently ignored that the loss of 





these sponsors was for reasons unre 
lated to the downturn). Significantly les 
was made, however, of their immediat 
replacement by two other multination: 
corporations as Olympic sponsors. 

Given the conflicting body of ev 
dence, it would therefore appear the 
these are not necessarily difficult time 
for sport, they are more like confusin 
times. Is sport essentially doomec 
struggling at the forefront of the dowr 
turn? Will sport be fundamentally ur 
dermined, with a multitude of team 
and organizations disappearing? Or, i 
the apocalypse still some way away 
with sports simply facing the need t 
change their management and opera 
tional practices in order to cope with dii 
ficult trading conditions? 

Despite these turbulent times 
there are grounds in sport for optimism 
sport as a product offers something t 
fans, customers, commercial partners 
broadcasters and others that othe 
products do not. Indeed, in recessionar: 
times, sport is effectively a safe por 
amidst the eye of a storm. The essenc: 
of this is what economists refer to as thi 
‘uncertainty of outcome’: not knowin; 
which of the competitors in a sportin; 
contest is going to emerge victorious. Iı 
a world where products are increasing] 
standardized and homogenized, spor 
is something different, something un 
predictable. This engenders in people < 
multitude of emotions, ranging from ex 
citement and euphoria through to nos 
talgia and pride, and finally to ex 
tremes such as unquestioning devotion 
and even violence. Sport therefore 
stands alone in offering a unique cor 
product and an associated set of ben 
efits. As such, one should expect sport t 
exhibit recession-resistant feature: 
that one would not associate with othe: 
products and industries. For instance 
during times of trouble, sport provide: 
people with an escape from the hard. 
ships they might be suffering, while pro: 
viding them with an unrivalled collec. 
tive consumption experience. Moreover. 
sport not only has an intrinsic aesthetic 
beauty, it also enables people to BIRG 
(Bask in Reflected Glory), a psychologi- 
cal phenomenon that could help sustain 
them if they are suffering the conse- 
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quences of economic adversity. There is 
evidence also to suggest that the eco- 

nomic appeal of sport can prevail during 
Bhard times; the experience of previous 
recessions indicates that levels of gam- 
bling activity can increase, with many 
people believing that a successful sport- 
ing bet may help them alleviate their 
fiscal constraints. 

In the short- to medium-term at 
least, sport and many of the organiza- 
tions in and around it are likely to be 
able to resist the worst effects of the 
downturn. Nevertheless, within and 
across sport, the recession is likely to 
have a differential impact, with some 
sports suffering more than others. 
h Amongst the sports that will be most 
resistant are top-level football, basket- 
ball and motorsport, the reason being 
that each has a global and commercial 
appeal that has resulted in a fan base 
and market that is large and suffi- 
ciently diverse enough to mitigate the 
ravages of economic problems. Sports 
that are much more likely to succumb to 
economic pressure will be those that 
have much smaller fan bases, generate 
less income from ticket sales and 
broadcast contracts, and have a highly 
specific geographic constituency. Colo- 
nial sports immediately spring to mind 
as being amongst those most obviously 
exposed. Others, including NASCAR— 
incredibly successful in North America 
* but virtually anonymous outside the 
~ continent—will also be susceptible. Yet 
even within sports, there will also be a 
differential impact, with recessionary 
conditions influencing organizations to 
a greater or lesser extent. Take Euro- 
pean football for example; for many 
years, this has been characterized as 
being dominated by the ‘Big-5’ of En- 
gland, Spain, Italy, Germany and 
France, although now commentators 
have begun to refer to the ‘Big-2’ (En- 
gland and Spain). In these terms, one 
should realistically expect clubs play- 
ing in these leagues to remain in a rela- 
tively healthy state. For instance, 
England’s Premier League (PL) is cur- 
gently midway through a three-year 
broadcasting deal with Sky and 
Setanta. Worth more than £1 bn, the PL 
also sells broadcasting rights in more 
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than 200 countries worldwide. Added to 
this, the PL counts amongst the most 
valuable sporting properties in the 
world: Manchester City is rumored to 
be on the verge of signing a record- 
breaking £60 mn sport sponsorship 
deal with the airline Etihad: Arsenal 
has a 10-year naming rights deal with 
Emirates Airlines; and Manchester 
United is estimated to have a global fan 
base of more than 75 million. All would 
therefore seem rosy, especially as 
Manchester City’s recession-bucking 
takeover in August 2008 instanta- 
neously made them the world’s richest 
football club, at a time when sport was 
first being exposed to the full force of the 
downturn. 

However, even within English foot- 
ball, concerns about the ramifications of 
present economic conditions are wide- 
spread. English professional club foot- 
ball is estimated to have an accumu- 


faced with the same economic and 
managerial imperative which they face. 
Whatever the macroeconomic environ- 
ment has in store for sport, it is the effec- 
tiveness and efficiency of their micro- 
level management that will ultimately 
determine their survival and future 
prosperity. 

Like all good dramas, therefore, the 
story of sport and recession has indeed 
its share of twists and turns. Some or- 
ganizations are using a vision of 
recessionary apocalypse merely as a 
prompt to a strategic exit from various 
sports, while others in the industry face 
genuine problems which threaten their 
very existence. Whichever of these two 
observations is relevant, one senses 
that we are not yet beyond the first act 
of this particular drama. Following 
years of unprecedented growth and com- 
mercial development, the downturn will 
inevitably bring industrial wastage 


We can therefore only metaphorically hope that 
ultimately, in true dramatic fashion, the good guy 
gets the girl (or vice versa), and sport lives 


happily ever after. 


lated collective debt that is somewhere 
in the region of £2 bn or more; and 
amongst the 92 professional clubs, there 
have been at least 65 occasions over the 
last 20 years when a club has gone into 
financial administration. Current eco- 
nomic circumstances have brought En- 
glish football's finances into sharp focus, 
especially when some clubs are operat- 
ing at a wage to turnover ratio of more 
than 100%, when its leading club 
(Manchester United) is almost three 
quarter of a million pounds in debt; and 
Liverpool has thus far tried and failed to 
successfully secure the funding for a 
long-planned stadium. Be clear: this is 
the successful end of football. When one 
examines clubs further down the league 
pyramid, some clubs are in dire trouble, 
and managing the consequences of a 
downturn is something they could do 
without and are ill-equipped to manage. 
Yet manage they must, just as all other 
sports and sport organizations are now 


through which inefficient, unprofitable 
sports organizations will come under 
threat. For sports without broad ap- 
peal, there will certainly be fears for 
their long-terms health and viability. In 
such cases, the recession will thus be 
much more than a period of severe tur- 
bulence; it may actually sound the 
death-knell for them. We can therefore 
only metaphorically hope that ulti- 
mately, in true dramatic fashion, the 
good guy gets the girl (or vice versa), and 
sport lives happily ever after. However, 
such is the current uncertainty about 
the full impact of the recessionary con- 
ditions that sport must prepare itself 
for a scenario where the bad guys not 
only survive, but also get away with the 
damage they have created, and it may 
be 12 months or more yet before we fi- 
nally find out whether or not this is the 
outcome.s= 
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Are Sports Recession-Proof? 





As business sponsors and patrons are fast vanishing from the sporting 
arena, sports may have to usher in a host of changes to attract more 
eyeballs in these times of recession. 


— David Legg 


Dept. of Physical Education and Recreation Studies 


Business and Entrepreneur — Sport and Rec Mount Royal College, Canada 





port has at times been thought of 

as being like a mortician’s, in 

that they are recession-proof. 
And while many wondered why sport 
could have been se smug, it is also inter- 
esting to note this may still prove to be 
true. There have already been many ef- 
fects of the economic crisis on sport but 
what remains to be seen is whether the 
effect is as dramatic, long-term or in- 
tense as in other sectors. 

The thinking behind those that sug- 
gested sport was recession proof was 
that fans would always find a way to buy 
a ticket or pay to watch the game on tele- 
vision. And as noted earlier, this may 


62 | February 2009 | 


still be true. Those who think the impact 
will be enough to have a long-term effects 
note that sport has changed considerably 
in that it is no longer riding on the backs 
of regular fans, but instead has evolved 
into being more intertwined and depen- 
dent upon business largesse. This 
change may have distanced sport, at the 
professional level anyway, from the com- 
mon fan. The second change is that pro- 
fessional sport has evolved into the 
realm of entertainment. Sean Jefferson 
of the global media network, Mindshare, 
has sounded in the Guardian newspaper 
a note of caution: “The risk of treating 
sport as entertainment is whether 


changing a sport such as Twenty20 
cricket, for example, is sustainable, or 
whether the people you bring in will just 
move on to the next big thing. If you treat 
fans like consumers, they will act like 
them: turn up to a game one week, but go 
to the cinema the next. Fans love sport in 
a way that is rare in other forms of enter-4 
tainment. People don’t go down the pub 
and stand on chairs to cheer Coronation 
Street. Will the common fan be willing to 
forgive and forget?” The challenge today 
then is whether sport can make amends 
with its former suitors while business 
benevolence may be waning. 

A short-term answer to this question 
may be ‘No’. As an example, the National 
Hockey League in North America, which 
is heavily dependent on fan ticket rev- 
enue, has not been able to attract crowds 
that may have been more common in the 
1970s and 1980s. As a result, several 
teams are in trouble. As reported in 
Canada’s Globe and Mail, close to half of 
the teams are experiencing attendance 
downturns, with a few on the brink of col- 
lapse. The threats are many with some 
because of the US credit market impact- 
ing arena deals and owners not being 
able to take on losses as their primary 
industries are suffering. 

The challenges faced by the NHL 
were being felt as early as September, as 
reported in Sports Illustrated with the 
headline, “NHL could be on thin eco- 
nomic ice.” Author Jim Kelley reflected 
on how it was fitting that the NHL 
started with games overseas due to a fal- 
tering American economy as the league 
needed every koruna, krona and euro it 
could get its hands on. Kelley argued that 
the NHL may not feel the pinch this year 
but companies may not sign on for nex’ 
year’s luxury suites, and the potential 
loss of revenue from the league’s compli- 
cated revenue sharing program and a re- 
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cent trend to sign young players to leng- 
term contracts (a trend occurring before 
the financial reality of today) may signal 
a perfect storm of financial challenges. 

Another Nerth American league, 
the Arena Football League (AFL). re- 
cently cancelled its entire 2009 season 
to reorganize. While AFL did not cite 
the weak economy as one of the driving 
forces, it is likely to nave had an impact. 
Even Major League Baseball (MLB), 
once thought to be cne of the most msu- 
lated sports from economic dowaturns, 
is reacting to the upcoming challenges. 
MLB Commissioner Bud Selig notec in 
a Reuters report that “There used te be 
a theory..that we seemed almost to be 
recession proof—this is different 
clearly.” Examples include American fi- 
nancial giant Citigroup facing criticism 
ever having signed on for a 20-year nam- 
ing right for the New York Mets new 
stadium, while laying off thousands 
and receiving a financial lifeline from 
the American federal government. The 
automotive industry in the US, which 
also recently received a financial pack- 
age from the government, has reacted in 
due course, with General Motors an- 
nouncing that it would not be purchas- 
ing television commercial spots during 
the 2009 Super Bowl nor renewing 
some golf sponsorships. 

There are of course many other ex- 
amples from around the globe where 
sports are suffering from the financial 
crisis. Headlines include: “F1 targets 
costs as erecit crunch bites”, “Credit cri- 
sis could hurt Russia 2014 Olympics”, 
“West Ham concern over Iceland bank 
collapse”, “£3 bn debt in English feotball 
worry FA chairman”, “J&J out as Olym- 
pic sponsor”, and “NBA reacts to tough 
economic times.” 

Even the biggest sports events in the 
world, the Olympic Games are not im- 
mune. As repcrted in Sport-City.com, the 
“2012 Olympic village faces 2250 mn 
shortfali” and a recent Vancouver Sun 
article suggested that Vancouver's 
legacy is also at risk. Furthering the 
speculations of financial hardship is the 
potential decline in sponsorship revenue 
for large games such as the Olympics. A 
recent Fournaise Marketing Group 
study reperted in SportBusiness.com 





64 | February 2009 | 


that $1 bn in marketing sponsorship 
could fail to deliver the results at the 
2008 Olympic Games. Companies not 
already contracted to support the Games 
in 2010 or beyond may therefore have dif- 
ficulty finding the rationale or impetus to 
do so. 

This is further compounded by a 
growing lack of trust regarding the fi- 
nancial benefits of hosting events in the 
first place. It is always a challenge to 
determine the legacies of hosting sport- 
ing events, whether they are economic or 
social, and it does not help when secret 
reports, presenting scant social or eco- 
nomic justification for bidding for the 
2012 Olympics, are reported as being 
ignored by UK politicians. Sport is also 
being seen as a panacea for social ills 
and thus many have their hands out for 
assistance. Also, costs for other require- 
ments such as security are significantly 
higher than previously expected. Bud- 
gets are therefore being traumatized 
and the taxpayer (who often has to foot 
the bill either directly or indirectly) is 
being held hostage. 

A third challenge to those wanting 
to host major events is the recognition 
that sport events may not be the long- 
term tourism draw that they were once. 
The European Tour Operators Associa- 
tion suggested that hosting Olympic 
Games may actually be detrimental to 
future tourism, and a recent BBC 
study in London noted that three out of 
four believe that the 2012 Olympics 
will bring no real benefit to their area. 
This certainly flies in the face of what 
others have been promoting, including 
Maureen Douglas, Director of Commu- 
nity Relations for the Vancouver Orga- 
nizing Committee, who, as reported in 
Sport-City.com, stated that “the tour- 
ism industry is going to be one of the 
greatest beneficiaries of Canada host- 
ing the Games.” Reports of economic 
benefits of events ranging from Olym- 
pic Games to Super Bowl’s are thus be- 
ing challenged, with critics suggesting 
that financial windfalls are fluff and 
propaganda. 

In Melbourne too, where I am based 
for a one year sabbatical, sport has not 
been immune to the global economic 
crisis. In a city that prides itself on 


being the world’s greatest sport city 
(as evidenced by the No. 1 ranking by , 
SportBusiness.com for the last four, 
years), this is noteworthy. As reported in | 
The Age, the Melbourne Cup, a series of 
horse races that take place every year in 
the first week of November, has seen a 
decline, as companies are abandoning 
the ‘birdcage’, where corporate Australia 
wine and dine their best clients and 
where celebrities and sports stars rub 
shoulders with the nation’s executives. 
The Cup race held on Tuesday is referred 
to as the race that stops the nation, but 
with companies such as L’Oreal declin- 
ing their places in the birdcage they have 
realized the need for tightening the belt , 
and how conspicuous consumption doesa 
not go well with investors and employees 
during such difficult financial times. 

A final challenge for all sports is the 
threat of loss of revenue from television. 
Traditionally, this has been the bread 
and butter of sport events and leagues, 
but there is a possibility that with 
changes to the Internet, this may evolve. 
As reported in The Globe and Mail, the 
Internet is transforming sports broad- 
casting to such a degree that cable and 
satellite companies could become redun- 
dant and even go out of business. Some- 
what related has been the interesting 
ability of video games to evade being im- 
pacted by the changing economy. As re- 
ported in The Economist in December, 
video games have proven to be recession- 
proof. With a generation of gamers turn- 
ing away from traditional sport, an entire 
generation of fans may need to be intro- 
duced to the benefit and joy of attending a 
traditional sporting event, or the experi- 
ence itself may have to adapt to attract 
this unique audience. 

The challenge to sport leaders then 
is how to respond to these challenging 
times—when for the most part the chal- 
lenge, in and of itself, is out of their 
hands. At the same time, though it has 
become a cliché, challenge is also oppor- 
tunity, so it will be interesting to see 
who can capitalize while others regress. 

One response is that sport will sim- 
ply have to change. This may meañ 
changing geographically from a focus on 
sports in North America and Europe to 
those in India, China and the Middle 





East. This may occur as cities have as- 

sumed the benefits of trying to differen- 

Atiate themselves as world-class 
“whether it is to attract tourism or civic 
pride. For many, one way has been to 
host globally recognized sporting 
events, and this practice is sometimes 
referred to as ‘place branding’. Recent 
examples include Dubai, Doha and Abu 
Dhabi in the Middle East, Shanghai 
and Singapore in Asia, and Rio de 
Janeiro in South America. Delhi is an- 
other example with the coming Com- 
monwealth Games in 2011 and a poten- 
tial bid for the 2020 Olympic and 
Paralympic Games. As noted earlier in 

, two attempts to rank the ultimate 

Asport city, SportBusiness.com, in 2008, 

picked Melbourne, Australia as num- 
ber one. The others from 2™ to 10" in 
2008 included Berlin, Sydney, London, 
Vancouver, Paris, Tokyo, Los Angeles, 
Madrid and Hong Kong. This list could 
be dramatically different in 10 years’ 
time due to the economic challenges we 
are facing today. 

A related change is that sport may 
have to become more global in order to 
attract support from large multinational 
companies wanting to reap the greatest 
benefit from their marketing invest- 
ments. US-based leagues may expand 
into Europe or Asia with the hope of sim- 
ply expanding their marketing reach and 





wa with that the interest of multinational 


“sponsors. The opposite, however, may 
also be true, in that small community fo- 
cused teams that have not been con- 
cerned about attracting large sponsor- 
ship will be able to focus instead on the 
local fan base. This may then be a more 
stable form of cash flow versus the junkie 
dealer relationship that can exist with 
fickle and disloyal sponsors. Smaller 
community teams may also be better 
used to doing more with less and thus 
have the leadership and moxie to handle 
the financial ambiguity. 

A second change may be how sport 
attracts civic buy in. In the past, the pub- 
lic has been held to ransom by owners 
threatening to leave if their team’s new 

“stadiums are not financed by the tax- 

payer. In the new economy, owners may 

now try to leverage team support by dem- 
onstrating economic benefit. A recent pa- 
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per by Albert Saiz, Wharton School of 
Business real estate professor, suggests 
that urban amenities such as stadiums 
actually help stabilize urban economic 
benefit beyond simple job creation. 

Sport can also be seen as a social 
agent that can raise a city’s spirits. In the 
Sport Australia Hall of Fame, the follow- 
ing is posted: “A sporting moment hap- 
pens once. Never to be repeated. A split 
second in time captured forever. They live 
in the minds of people: who competed, 
who were there, and who pass their sto- 
ries from generation to generation. They 
shape our collective view of ourselves, 
and our country. They become a blueprint 
for what we value and inspiration for all. 
Moments that made us.” I fully believe 
this to be true and have not recognized 
anything beyond sport that can impact 
such a broad spectrum of the public. In 
Canada, it was reported that two-third’s 
of all citizens watched the gold medal 
hockey game from the 2002 Winter 
Olympics in Salt Lake City where 
Canada defeated the US. How many 
other events can claim such a following? 

How this plays out operationally 
can be seen here in Melbourne where in 
the 1990s, political and civic leaders 
made the purposeful decision to sup- 
port sport infrastructure and bidding 
for events because they wanted it to en- 
able the city to shake a malaise both 
economically and psychologically. Tired 
of being the country’s ‘second city’, they 
decided that sport would allow the citi- 
zenry to feel good about themselves, 
which in turn would make others feel 
good about the city and thus in turn 
want to visit and spend their tourism 
dollars. 

A third change, where sport admin- 
istrators may have to adapt to the 
changing economy, is with stadium de- 
velopment. It is not beyond the realm of 
possibility to see civic leaders returning 
to support multipurpose stadiums that 
can accommodate a variety of sports 
and teams, instead of sport unique sta- 
diums that have been more common in 
the last 20 years. Many may cringe at 
the thought of a return to spaceship like 
circular and dull stadiums, but the 
economy may not allow for the opulence 
found in the stadiums built during the 
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last 15 years. A good example of this is 
in Auckland, where a proposed water- 
front stadium for the 2011 Rugby World 
Cup was cancelled and instead civic 
leaders decided to provide less expensive 
upgrades to the existing stadium. 

Stadiums may also be built to capi- 
talize more on the common fan with flex- 
ible seating capacities to accommodate 
different events. The London 2012 main 
stadium and those being proposed in 
New Zealand for the 2011 Rugby World 
Cup are perfect examples. Lastly, stadi- 
ums might no longer focus on increasing 
the number and location of corporate 
boxes. The benefit of this may be a return 
to stadiums that are more alive with the 
common fan instead of a business dinner 
meeting. 

A fourth change is that the chal- 
lenges being faced may force the indus- 
try to contract and allow only the strong 
to survive. As reported in 
SportBusiness.com, Professor Simon 
Chadwick noted that the economic 
downturn will throw the spotlight on 
how sport is run as an industry, pushing 
sports to innovate. Teams may be 
folded thus dispersing the talent among 
a smaller number of teams and theo- 
retically raising the level of skill. Along 
this line, the soaring costs for construc- 
tion will decrease; ticket prices will 
stagnate and perhaps decline; team 
owners will be less likely to find other 
cities to take on their teams and play- 
ers may be willing to be more giving of 
their time to entice fans; and sporting 
equipment may decrease in price. This 
may in fact be the best time to be a fan 
of sport. 

Perhaps, sport needs to stop acting 
like a business. Those in the sport in- 
dustry are frequently told that they 
should act more like a business; but 
perhaps it should be the other way 
round, As reported in Blue Avocado, 
“With huge financial firms tanking and 
passing the pain to thousands of employ- 
ees, shareholders, customers and tax- 
payers, it’s a good time to remember that 
if Lehman Brothers or AIG had been run 
more like non-profits, they might not be 
in the trouble they are today.”= 
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Hitting Asian Shores 
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The US financial crisis has started to take its toll on Asia too. Nevertheless, 
with the Asian policy makers taking necessary steps to boost up the 
economies, their revival may be sooner than expected. 





s the US economy is reeling un- 
der one of the worst ever finan- 
ial crisis, the ripple effects 
have been showing off significantly in 
almost all parts of the world. And, Asia 
is no exception. The current crisis has 
once again debunked the decoupling 
theory and proved that no part of the 
global economy is immune from the fi- 
nancial turmoil that is wreaking havoc 
in the US. Nevertheless, very few would 
have envisaged that the seemingly 
small malaise. which began in US hous- 
ing market, would snowball inte a fi- 
nancial crisis of global proportions. 
With the escalating credit and li- 
quidity crisis, coupled with the fear of 
US sliding into recession, Asia’s stock 
market indexes fell quite remarkably 
than those of G3 economies (US, Europe 
and Japan). Growth in industrial pro- 
duction is down and the growth in retail 
sales is also losing momentum. There 
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are clearly some very difficult chal- 
lenges ahead for Asia. In the short- 
term, Asia’s economic and financial sys- 
tems will likely come under increased 
pressure as the effects of the global 
credit shortage intensify. Growth in 
Asia, battered by the effects of the finan- 
cial crisis that began in advanced econo- 
mies and is now engulfing emerging 
markets, is expected to slow sharply in 
2009, the IMF says in its latest forecast 
for the region. 


Crisis hits Asia 

The tsunami that hit the Wall Street 
during 2007 reached the Asian shores 
in 2008, affecting all major economies 
in the region. Despite Asia’s strong fun- 
damentals, considerable reserves, im- 
proved macroeconomic policy frame- 
works, and robust corporate balance 
sheets and banking systems, the region 
is being rattled by the crisis due to its 


close trade and financial integration 
with the rest of the world. Asian econo- 
mies that are hard hit by the US tur- 
moil had a negative impact on its per- 
formance and growth. The trade, perfor- 
mance and the business cycle of all the 
major Asian economies, such as India, 
China, and Japan, have been disturbed. , 

During the year, the GDP growth rate4 
of Asian economies decreased by almost 
1.5%, which recorded approximately 9% 
growth in 2007. The major economies in 
Asia like India and China showed nega- 
tive growth in the year. According to the 
ADB Bank, development in most of the 
East Asian economies will slow down, 
and further there would be a fall in the 
growth rate of China to 8% in 2009, 
which was 8.5% in 2008. Indeed, the fig- 
ures are quite alarming; the industrial 
production in China has fallen from 18% 
to as low as 8%, while spending in India 
is largely squeezed. Other Asian econo- 
mies such as Japan, Hong Kong and 
Singapore are also in recession. 

Indonesia, as a big exporter of com- 
modities, has been squeezed by falling 
prices. But Malaysia, which is much 
more dependent on foreign demand, will 
be hit harder. Its exports are equivalent 
to over 100% of its GDP proportionally, 
more than three times bigger than 
Indonesia’s. On the other hand, the 
massive debts of South Korea’s house- 
holds and firms might suggest serious 
trouble ahead. Besides this, Taiwan is 
already in recession. Its GDP fell by 1% 
in the year to the third quarter, dragged 
down both by a collapse in exports and 
by weak domestic demand. 

As a result, the slump in the US had 
a major impact on Asian exports, the de- 
mand for Asian goods declined drasti- 
cally, thus leading to a momentous fall iñ 
the percentage of exports during the year. 
With the value of local currencies, such as 
rupee and yen, appreciating against 
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see as the origin of the US financial crisis? 

t global financial imbroglio, which is character- 
veak economic environment, low 
liqu ty and volatile debt, commodities 
| and forex markets, was triggered by the 
subprime mortgage crisis in the US. Fi- 
- nancial crisis implies sudden erosion in 









large pe rt of the value of some financial 
institutions or assets, The violent disrup- 
tion in lobal financial markets, which 


had been i in the making for over a year, 
: erupted in ‘September 2008, when major 
‘US and European financial institutions 
were about to go under and had to be — 
bailed out by their governments and cen- 
tral banks. 
: -< The real and worrisome fault lines in 
the functions and working of exalted insti- 
_ tutions like the Federal Reserve, the SEC, 
the absurd level of CEO salaries (last year, 
_ CEOs got an average of 344 times the 
_. wages of the typical worker as against Peter Drucker’s rea- 
_\ sonable suggestion of capping them at 20 or 25 times), the 
inefficiency and collusion of both the internal and external 
audit, the avarice and the vaulting ambition of top manage- 
ent of these companies and the fallacies of the “Too Big To 
ail” (TBTF) hypothesis—all contributed to the global 
n and gloom. At best, the revered institutions like the 
EC overlooked the potential calamity inherent in the 
e leveraging of equity to the extent of 30 to 40 times 
nt banks, i.e., Bear Stearns, Lehman Brothers 
at worst, these institutions colluded in the me- 
worked out elaborate farce. The ‘originate and dis- 
nature of the model quickly transmitted the risk to 
] markets. It does not need either rocket science or 
d knowledge of particle physics to know the immi- 
astrophic impact of even 5% erosion in value of $800 
worth of assets on an equity base of just $20 bn, i.e., a 
or of well over 40. Lehman’s position was not a flash in 
r pan because both Fannie Mae and Freddie Mac just had 
capital adequacy ratio of around 0.5%, which made it im- 
ossible for them to bear the mounting losses triggered by 
e mortgage defaults and the US house-price collapse. 
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Clearly, it was too good to last, the bubble had to burst, the — 
cookie had to crumble and how! As Sherlock Holmes would 3 
have said ` “elementary, , my deari” oe 
This stark reality check prompted t he ae 
US treasury secretary Henry Paulson and 
the Federal Reserve to announce a slew of 
measures to move the troubled assets: from 
the balance sheets of Am 














ierican financial 
companies into a new institution in an. at- 
tempt to avoid a downward spiral in the 
markets and to make the wheels of finance 
turn again. In a move reminiscent of 
Greenspan’s scathing comments of “priva- 
tizing profits, socializing losses”, the Fed 
will lend to banks to meet. redemption de- 
mands from money market mutual funds 
and plans to buy debt from bond houses to 
aid financial market liquidity. 

What would be the impact of the US crisis on 
developing economies? 

It is generally agreed that the impact of 
the global financial crisis has been much lesser on the devel- 
oping economies. This thesis can also be substantiated by 
the findings of the recent World Economic Report, prepared 
by UNCTAD. The liquidity problem leading to increase in the 
cost of funds will affect the Foreign Direct Investment (FDD 
flows. At the firm level, the survey conducted by UN CTAD, in 
June 2008, revealed that one-third of multinational compa- 
nies envisaged negative impact on FDI flows in short-term, 
but about half of the firms surveyed suggested no impact. But 
in the case of developing economies, resilient growth has re- 
duced the impact of the global financial crisis. It is, however, 
important to track the central bank’s policy risks, equity mar- 
kets, hedging risks, credit risks, corporate profit margin risks 
and emerging ‘taeda risks on an ongoing real-time basis. 
India’s plan to fund $495 bn infrastructure development, 4 














` spread over five years till 2012, could face financing gaps. n 


How big is the impact of the US financial crisis on Asian econo- 
mies? 

Several Asian economies have registered robust growth i in 
the last few years and have been relatively unaffected by the 
current financial market turmoil and incipient global eco- 
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nomic slowdown. But this crisis is severely testing their resil- 
ience because of larger convergence in business cycle in terms 
of growth of real GDP, inflation, and interest rates. Vulner- 
abilities in Asia have increased considerably in terms of sev- 
eral development indicators, such as commodity price sensi- 
tivity, current account balance, gross reserves to short-term 
external debt, net external position vis-a-vis BIS reporting 
banks, growth in credit to the private sector, inflation and 
real policy rate. While most macro and financial indica- 
tors have deteriorated in the wake of the financial crisis, 
the vulnerability of emerging Asia has increased substan- 
tially over the last six months with inflation in terms of trade 
shocks hitting particularly hard together with greater sus- 
ceptibility to weaker growth impulses. In this overarching 
setting of rising emerging market risk, institutional inves- 
tors have reduced positions, particularly in equities. More 
than $100 bn in foreign capital has already flowed out of the 
Asia’s top stock markets and market capitalization has 
plummeted by about 40-60%. 


Which major Asian economies are badly hit by the crisis? 

All Asian economies, including China and India, have 
been negatively impacted by the crisis. Consequently, China, 
India, Korea have all already slashed policy rates and eased 
their monetary stance. But the space for monetary maneu- 
verability is extremely limited in countries such as Pakistan, 
the Philippines and Vietnam, where inflation reigns in 
double digits. 


How are Asian economies bracing up for the economic crisis? 
What are the actions taken by them to deal with financial crisis? 
With the intensification of the global financial imbroglio, 
the pressure on Asia’s economie and financial systems will 
be exacerbated. While Asia is well-placed in terms of large 
foreign exchange reserves, improved fiscal positions, credit 
policy reforms, better structuring of banking sector debt and 
relatively small direct exposure to US subprime mortgages 
and structured credit products and prudent policies in most 
Asian economies since the 1997-98 crisis, average GDP 
growth is expected to moderate from 9% in 2007 to 7.5% in 
2008, with the impact being clearly perceptible in China 
and India. 

The contagion in the global financial markets has been 
transmitted to Asia through a rise in the price of risk; a reduc- 
tion in international bond issuance; a sell-off in equity mar- 
kets; and some unwinding of carry-trade positions. This neces- 
sitates coordinated and concerted action with a sense of ur- 
gency all along the line at national, regional and global levels. 


What’s your view on the the measures called for in the light of the 
debunking of the decoupling theory? 

Greater international cooperation because of the inherent 
fallacy of the ‘decoupling theory’ starkly reflected in the rapid 
spread of a bubble in Florida condos and California 
McMansions to monetary catastrophe in Iceland. Moreover, 
there have been a “re-coupling of the emerging market econo- 


mies” encompassing stock markets, credit markets, money | 
markets and currency markets. The concern is not just psy; 

chological but also financial and economic because of greater l 
inter-linkages and interdependencies involved in growth 
slowdown, the risk of capital outflows and inflation risks on 
the back of earlier commodity price increases. While coun- 
tries with large current account deficits and/or large fiscal 
deficits and with large short-term foreign currency liabili- 
ties and borrowings have been the most hit, the better per- 
forming ones, including the BRICs, face clouded prospects. 


is this a one-off crisis or is this crisis inherent in the very nature of 
the capitalist system? 

The scale, speed and severity of this crisis may make it ap- 
pear unparalleled. But let me stress that the thesis of the 
inherent nature of the crisis in the capitalist system can be 
substantiated both by the incisive analysis of Karl Marx and 
the fact that the capitalist system has lurched from one crisis” 
to the other with disruptive effects. In fact, over the past three 
decades, market economies have faced more than 100 crises. 
Of the large number of banking crises, stock market collapses 
and credit crunches, mention may here be made of the col- 
lapse of Overend and Gurney in May 1866, the Barings Crisis 
in 1890, the Wall Street crash of 1929 contributing to the 
Great Depression of the 1930s, US Savings and Loan Scan- 
dal, 1985, the US stock markets crash of 1987, the collapse of 
hedge fund Long-Term Capital Market (LTCM), which origi- 
nated in Asia in 1997 and spread to Russia and Brazil in 
1998, the Dot.Com Crash of 2000. With global capital mar- 
kets, investment banks and derivatives becoming more com- 
plex than ever, it is important to fit all the pieces of the 
puzzles together for a holistic assessment. 


in view of all this talk about globalization, would it be correct to say 
that globalization could reduce the frequency and spread of finan- 
cial crises? 

No. On the contrary. On the basis of an incisive analysis of 
disruptions to periods of financial stress that rocked the 
world, the IMF has identified and isolated the following im- 
portant lessons: 

e Globalization has increased the frequency and spread of 

financial crises, but not necessarily their severity; 


e Early intervention by central banks is more effective in 
limiting their spread than later moves; 


e Difficult to tell at this time whether a financial crisis will 
have broader economic consequences, and regulators of- 
ten cannot keep up with the pace of financial innovation 
that may trigger a crisis. 


What kind of international initiatives are required to bring in struc- 
tural reforms to the world’s financial system? 

The global financial system has proved to be woefully in, 
adequate, particularly in view of the manifest structural defi- 
ciencies in meeting the regulatory requirements of the 
present-day international financial system of the Brettor 
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Woods architecture, which led to the establishment of the In- 
àternational Monetary Fund in 1945. The extraordinarily syn- 
- chronized nature of the subprime crisis makes it necessary to 
launch the creation of a “global monitoring authority to pro- 
mote global supervision” of cross-border investment, trade 
and banking with the fast-growing economies, such as, China, 
India and Brazil playing a far more important role in the new 
global financial architecture and ensuring that the results 
trickle down to the grassroots level. There is no doubt that the 
world’s tinancial architecture needs to change drastically to 
reflect the new realities. This is particularly important be- 
cause as cogently argued by Juan Somavia, world unemploy- 
ment could increase by 20 million by the end of next year, in the 
process, surpassing the 200-million mark for the first time. 
What lends urgency to the need to devise effective remedies is 
; his finding that the poor, the deprived and the vulnerable will 
Abe affected much more severely than the better-off. 

While devising a new global financial system, we need a 
multi-pronged strategy to surmount this crisis and move 
ahead on the road back to solvency. It is also important to 
draw lessons from the regulatory failure in the US and 
implement a transparent and effective framework in confor- 
mity with the growth and diversification of our economy and 
financial sector. Domestic reforms must be accompanied by 
prudential norms, efficient regulatory systems and healthy 
capital adequacy norms with a focus on prudent investments 
and quality lending. Since institutional resilience can effec- 
tively reduce the severity and duration of economic shocks 
and dislocations, there has to be an accent on institutional 
strengthening. 

Juan Somavia, Director-General of the International La- 
bor Organization, has correctly stressed “the current search 
for better financial regulation and a global surveillance 
mechanism of checks and balances is a welcome step. But we 
must reach beyond the financial system. This is not simply a 
crisis on Wall Street; it is a crisis on all streets.” Today’s 
global economy needs creation of an effective multilateral 
agency, including a new global regulatory agency. Given the 
inherent limitations of unilateralism in a world of economic 
interdependence, support from a truly global polity with a 
focus on international cooperation is needed as the basis for 
a new global economic order. As the G-7 Summit stressed, 
what is needed is “a coherent framework that will direct our 
individual and collective policy steps to provide liquidity to 
markets, strengthen financial institutions, protect savers, 
and enforce investor protection.” 


Where do we go from here? 
Despite the problem of ‘moral hazard’ involved in “guar- 
antees given to failed managements” (owners and em- 
ployees should bear the costs of their mistakes; taxpayers 
T a raw deal), setting the house of world finance must 
ave overriding priority in view of the sheer magnitude of 
the crisis. A comprehensive program along these lines is 
urgently needed to discernibly alter the ground realities. 


Half-hearted approaches, whether in life or in time of eco- 
nomic crisis, are a recipe for disaster. In sum, the strategy 
of banking and financial institutions needs to be rede- 
fined to prevent recurrence of either such situations or the 
unhappy experience of UTI fiasco or Global Trust Bank by 
check on derivatives and other high-risk exposures, thrust 
on creditworthiness of borrower, robust risk management 
systems, prudence and regulations staying ahead of inno- 
vations. The writing on the wall is clear, the message of 
history unmistakable: the world needs new ways of think- 
ing about finance and the risks it entails. For, as Albert 
Einstein cogently argued, “We need a substantially new 
manner of thinking if mankind is to survive.” Indian 
banks and financial institutions can no longer afford to 
exist in a cocoon or adopt an ostrich-like attitude in the 
wake of the inexorable process of globalization. And the 
dangers of progressive across-the-board liberalization 
make it necessary not to be oblivious of safeguards in 
moving ahead with financial reforms and adopting best 
practices in mapping the future of Indian banking. 


Any other comments? 

Even in this era of sweeping globalization, the free play 
of unfettered market mechanism is fraught with great 
danger. The market on its own is not enough. Accordingly, 
the governments must play an important role in shaping 
the economic policies and the broader frame of reference. 
The Keynesian thesis of ‘pump-priming continues to be 
relevant today and fiscal stimulus has an important part 
in the route back from the precipice. Given the overarching 
fiscal stress, what is needed is not just larger but also 
smarter and highly selective investment prioritized on 
national goals and on performance outcomes. Invest- 
ments in infrastructure and technology in general and 
speedy implementation of various components of the Na- 
tional Highways Development Projects, power projects 
and airport privatization in non-metro cities will stimu- 
late the economy in the short run and enhance growth in 
the long run. 

Both economic theory and cross-country experiences 
strongly suggest that in such turbulent times, a proactive 
and responsive monetary policy and fiscal policy, with 
timely, targeted, and temporary measures, could provide 
the much-needed stimulus to the economy and mitigate 
the severity of recession. Indeed, this is what both the gov- 
ernment and the RBI have attempted to do in India. While 
the RBI has reversed its earlier stance of a tight monetary 
policy, the government recently announced a fiscal stimu- 
lus package to push the overall economic activity. Banks 
must put in place a constellation of measures both on in- 
terest rates and liquidity to ward off the impending crisis. 
Towards this end, banks must ensure both the timeliness 
and reasonable pricing of credit, particularly to the SMEs 
and the housing sectors in India. 


Business Environment 


dollar, their exports became costlier in 
the global markets. As a result, many 
- manufacturing and industrial compa- 
nies in the region had to face losses. But 
China, on the other hand, had pegged its 
currency to boost exports, as a slowdown 
in exports would largely affect the eco- 
nomic growth of the world’s most popu- 
lous country. So, surprisingly, it showed 
an increase of 19%. But in India, 
Singapore and Taiwan the exports in 
2008 decreased over the previous year. 
Unfavorable economic conditions, 
such as tighter funding conditions, more 
volatile capital flows, depressed equity 
prices, weakening currencies and higher 
sovereign and bank spreads, took a tell on 
the growth pace of the economies. Undeni- 
ably, many of the firms listed on Asia- 
Pacific bourses are largely dependent on 
US demand. Bourses of this nature, such 
as Japan, South Korea, Hong Kong, 
Singapore, Malaysia and India, have suf- 
fered badly. Japan’s Nikkei stock index 
suffered the most, losing 51.5% of its 


value between July 2007 and December 
2008. Other economies such as Singapore 
(49.9%), China (47.4%) Malaysia (39.3%) 
and India (37.6%) showed declining trend 
over the same period. 

On the whole, the harsh impact of the 
US financial crisis is largely felt in almost 
all the sectors of the economy. Although the 
domestic and global institutions are trying 
to bring back the golden days of Asian 
economy, challenges still persist. 


Economic stimulus 

Individual Asian economies are spend- 
ing like never before and are busy intro- 
ducing fiscal packages to provide eco- 
nomic stimulus aimed at reviving eco- 
nomic activities to counter the rapidly 
falling export revenues. Japan unveiled 
a massive $255 bn stimulus package in 
December 2008. The package also in- 
cludes tax cuts, liquidity injections into 
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Though Asia, which has contributed more than 
half to the world economy in recent years, is now 
badly affected by the global turmoil, still its 
position as a growth engine cannot be ignored. 


cash-strapped financial institutions 
and cash handouts to citizens. 

China announced a $600 bn eco- 
nomic stimulus package aimed at coun- 
tering the effects of the global slowdown 
on China’s booming economy. This is also 
aimed at building roads and bridges and 
improving social services. India, in addi- 
tion to rate cuts, announced two stimu- 
lus packages, which included steps to 
ease overseas borrowing norms for vari- 
ous vital sectors such as infrastructure, 
finance and real estate companies. The 
government of Thailand promised aid to 
farmers and continued the programs to 
aid the poor, such as free electricity, wa- 
ter and bus rides. 

Though Asia, which has contributed 
more than half to the world economy in 
recent years, is now badly affected by 
the global turmoil, still its position as a 
growth engine cannot be ignored. In this 
regard, the International Monetary 
Fund (IMF), with the aim of saving the 
Asian economies hit hard by the finan- 


cial crisis, has decided to provide large- 
scale financial assistance to these na- 
tions. Along with IMF, World Bank and 
other multilateral financial institutions 
are also committed to rescuing Asia 
from the crisis. 


Containing the crisis 

Deeply affected by the financial crisis, the 
leaders of G20 nations have chalked out 
plans to brace the financial system, fuel 
up local markets and demand for their 
products, help the budding and develop- 
ing economies that are beaten up by the 
crisis, and finally to strengthen the regu- 
latory framework. Further, China, Japan, 
and South Korean governments are firm 
in helping each other in the region to com- 
bat the global storm. Moreover, they are 
also relying on the regional currency swap 
arrangement, which would further 
strengthen their relationships. 


l 


The IMF’s Regional Economic Out- 
look (REO) for Asia-Pacific called for an | 
immediate action plan by policy mak; 
ers that would ponder over the financial — 
and monetary policies of the region to 
maintain healthy credit conditions, 
while providing fiscal stimulus and 
moderating inflation. 

Although all the major economies are 
playing a safe game to weather the cur- 
rent crisis, it may take time to show off 
positive results. Many are skeptical 
about the recovery of the Asian econo- 
mies, but it is to be seen whether Asia 
will be able to regain its glorious days 
much sooner than the others. Economies 
like India, China, Singapore, Taiwan, 
South Korea and Hong Kong have al 
ready started cutting interest rates, i.e., 
in the fourth quarter of 2008. Further, 
the drop in the food and fuel prices will 
enable them to balance their inflation. 


The way forward 
According to the World Bank’s projec- 
tions, East Asian economies will ex- 
pand at their slowest pace in eight 
years in 2009. However, it anticipates 
that the projected slowdown will be far 
less than that of Europe, Central Asia 
and Latin America. The International 
Monetary and Financial Committee 
(IMFC) has focused on three strategic 
issues that would enable the Asian 
economies to overcome future chal- 
lenges: inclusive growth, environmen- 
tally sustainable growth, and increased 
integration within and among the glo- 
bal economies. 

Given Asia’s role in recent years as a 
global engine of growth, an effective policy 
response is the need of the hour for both 
within the region and the global economy. 
Importantly, Asia’s policy makers have to 
take necessary steps to boost up the confi- 
dence levels in the region’s financial mar- 
kets. Efforts needed in this direction in- 
clude pursuing sound macroeconomic 
management, strengthening prudential 
supervision of financial institutions, and 
improving structural resilience through 
deeper and more comprehensive reform 
efforts. Consequently, a recovery can be 
expected by 2010 in line with a gradual 
global upturn.a 
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as per credit rating/ grading. 


PPLY 


“CONDITION A 


Now We Offer All Types Of 


FOREIGN EXCHANGE SERVICES 














E BANKING 





Consolidation 


A Prerequisite to Survival 


Banks in emerging economies have been consolidating to exploit core 
competence, reduce operating cost, and leverage large business volume. 





sound and fundamentally 
strong financial system is a 
prerequisite to the growth of a 
vibrant economy. Globalization of fi- 
nancial markets intensified competi- 
tion leading to the establishment and 
growth of monolithic financial inmstitu- 
tions. Rapid growth of international 
trade, the possibility of banks abroad 
pursuing activities prohibited in the 
home country, and the distinct oppertu- 
nity of tapping overseas Eurodollar and 
other markets spawned consohdatien in 
US, Europe and Japan. It was widely ex- 
pected that consolidation would enable 
banks to enhance efficiencies and in- 
crease revenues through expansion. The 
relaxation of historical restrictioms on 
both interstate and intrastate banking 
as well as the Gramm-Leach-Bliley Act 
(1999) provided an impetus to banks to 
merge across geographies. Jones et al. 
(2005) show that consolidation in the US 
banking industry led to a reduction of 
nearly 50% in the number cf bank and 
thrift organizations over the last 20 
years. Consequently, consolidation 
emerged as a defining characteristic of 
the modern banking world primarily to 
leverage benefits of large size, expanding 
and diversifying bank loan portfolios to 
lessen the likelihood of failure and har- 
nessing core competencies. 





Transforming indian banking 

Globalization and modernization have 
led to greater integration of world 
economies. Since the publication of the 
“First Narasimham Committee Report 
on the Financial System (1991)”, the 
size, structure and performance of 
banks in India evoked considerable de- 
bate across the development spectrum. 
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An important strand of this debate, 
particularly in the context of Basel I 
requirements of prudential norms and 
sound financial parameters like higher 
Capital Adequacy Ratio (CAR) and low 
Non-Performing Assets (NPAs), relates 
to Mergers and Acquisitions (M&As) in 
the banking industry. 

Banks in emerging economies have 
been consolidating to exploit core compe- 
tence, reduce operating cost and leverage 
large business volume. Financial sector 
liberalization enhanced the efficiency and 
competitiveness of Indian banks. Shrink- 
ing margin, intensified competition, 
stringent prudential norms, pressure on 
profits and limited options for organic 
growth have also made it necessary to ex- 
plore ways for inorganic expansion. 

The banking system has grown 
fivefold in terms of total business over 
the last few years. The basleine 
growth of 7 to 9% in the next five years 
naturally requires huge savings and 
investments. While the banking sys- 
tem in India is quite strong and resil- 
ient, there are problems of capital, 
long-term debt requirement, skill sets 
and adoption of best practices. Banks 
also face the challenges of becoming 
more viable and more efficient, foster- 
ing a healthy growth of the corporate 
sector, while banking the unbanked 
600 million people in India, who lack 
access to banking. The current brick 
and mortar system is too expensive, 
necessitating structural transforma- 
tion and adoption of the right technol- 
ogy to reach out to the masses. Hence, 
the banking system must sustain the 
India growth story by going to scale. 

Major drivers for attaining econo- 
mies of size in India are: need for con- 


tinuously upgrading technology, rapid 
commoditization of products leading to 
thinning operating spread, need to offer 
a comprehensive suite of products to 
both corporate and retail customers, 
and recapitalization of banks because 
of Basel II norms. Mergers have ap- 
peared on the Indian banking horizon, 
though not on a scale comparable to 
that elsewhere in the world. While al- 
most all mergers in the new private 
banking space, including the Centurion 
Bank of Punjab and the HDFC Bank, 
have been driven by commercial consid- 
erations, with market valuation driving 
the deal, most earlier mergers like 
those of Laxmi Commercial Bank with 
Canara Bank in 1985, Sikkim Bank 
with Union Bank in 1999, Benares 
State Bank with Bank of Baroda in 
2002, Nedungadi Bank with Punjab Na. 
tional Bank in 2003, and Global Trust 
Bank with Oriental Bank of Commerce 
in 2004 occurred because of precarious 
financial position and the imperative 
need to protect the interests of deposi: 
tors. The reverse merger of IDBI Bank 
with IDBI attempted to strengther 
these institutions financially, avoid the 
complex process of restructuring IDBI 
and explore the possibility of activel; 
promoting universal banking. 

The merger of State Bank o 
Saurashtra (SBS) with SBI could pav 
the way for merger of other associat 
banks, viz., State Bank of Mysore, Stat 
Bank of Patiala, State Bank of Bikane 
and Jaipur, State Bank of Hyderabac 
State Bank of Indore and State Bank c 
Travancore with SBI. This merger coul: 
eventually become a precursor to th 
merger of other Public Sector Bank 
(PSBs) also. Despite a common branc 
common directors, and close integratio 
of banking systems, there are significar 
historical differences within the SE 
group itself. Associate banks from th 
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former princely states have retained 
their unique identities and differ signifi- 
Mantly in staffing patterns. 

í Geographically, well-spread banks 
are customarily less vulnerable to eco- 
nomic shocks. Cost-efficiency and profit- 
efficiency depend significantly on volume 
of funds deployed and prudent asset qual- 
ity management. Similarly, size offers 
greater maneuverability in enhancing 
business volume and productivity and 
guards effectively against risks emanat- 
ing from normal business, such as credit, 
market and operational risks. There has 
also been a gradual blurring of the distinc- 
tion between Development Fmancial In- 
sttutions (DFIs) and Commercial Banks 
and emergence of Universal Service Obli- 
gation (USO) with banks providing all 
services under one roof. Hence, the process 
of consolidation is inevitable, considering 
the pace at which the Indian economy is 
growing and transforming itself. With 
consolidation already on in sectors such 
as steel and pharmaceuticals, consolida- 
tion is inevitable in banks, which, beyond 
a point, can grow only inorganically. 

Raising of long-term resources, as 
stressed by the RH Patil Committee, 
causes concern, with the infrastructure sec- 
tor alone needing about $180 bn funding in 
the next three years and the current asset 
base of the bankmg industry estimated at 
$400 mn. The absence of a robust loan syn- 
dication market and corporate bond market 
necessitates a collaborative approach be- 
tween banks, government, and regulator on 
infrastructure financing. Given the mherent 
riskiness of infrastructure projects m terms 
of completion and deadlines, the banks run 
the risk of interest rate risks and liquidity 
and asset liability mismatches. However, 
should a bank get more than 10% market 
share through consolidation, it could attract 
the attention. of Campetition Commission 
of India because of monopoly issues. In 
America, for example, if any bank breaches 
the market share of more than 10%, the an- 
titrust law takes effect. 

Changing financal markets, institu- 
tions and products create new avenues 
and opportunities for banks in India to 
expand their global presence through self- 
expansion and strategic alliance among 
themselves and foreign-based banks un- 
der post-Basel, post-WTO regime. While 


market as a key facilitator for consolida- 
tion is yet to be optimally harnessed, 
M&A may intensify through strategic al- 
liances in the medium-term, because 
smaller banks will have difficulty in ac- 
cessing international capital 


Theoretical and empirical 
justification for mergers 

The basic justification for mergers 
emanates from economies of scale—the 
relationship between the average pro- 
duction cost per unit of output and pro- 
duction volume; economies of scope—a 
situation where the joint costs of produc- 
ing two complementary outputs are less 
than the combined costs of producing the 
two outputs separately; potential for risk 
diversification, with geographic expansion 
providing diversification benefits to a 
banking organization not only by reducing 
its portfolio risk on the asset side, but also 
by lowering its funding risk on the hability 
side, as it spreads funding activities over a 
larger geographic area; and bank manage- 
ments’ personal incentives, including the 
desire to run a larger firm and the desire to 
maximize their own personal welfare. 

The Narasimham Committee Report 
U justifiably stressed, “Size has come to 
be regarded as a major source of strength. 
The trend towards convergence is also be- 
ing driven by the move, across the indus- 
try, towards relationship banking, that is 
to identify and meet all the needs of a cus- 
tomer through a single (or affiliated) insti- 
tution.” As suggested by the Committee, 
future emergence of banking structure in 
India would be with 3-4 large banks bav- 
ing international characters, and 8-10 na- 
tional banks with widespread domestic 
presence. This could reduce the transac- 
tion cost by improving the delivery mecha- 
nism and technology 

There is thus a manifest need for In- 
dian banks to strengthen their core com- 
petencies while exploring new vistas, in- 
crease size to achieve ‘critical mass’, and 
substantially enhance their technological 
capabilities to surmount competition 
both domestically and globally. But 
economies of scale envisaged through 
bank mergers may not markedly enhance 
margins in an increasingly competitive 
scenario. There are also other obstacles 
hampering consolidation. The large size 


of banks also guards effectively against 
risks emanating from normal business, 
such as, credit, market and operational 
risks. The Too Big To Fail (TBTF) theory 
suggests that big banks are immune tc 
collapse, but banks may merge in order tc 
increase the probability that the govern- 
ment will provide full coverage of labili- 
ties ın the event of bankruptcy. 


Imperatives of consolidation in 
Indian banking — Key learning 

The fragmented organizational topogra- 
phy is reflected in the fact that India had 
20 banks within the top 1,000 banks, ol 
which only six banks were in the top 50C 
banks. Fragmentation manifests even 
more starkly in the DSP Merrill Lynch re- 
port that nearly 80 banks have a market 
share of less than 2%, with the No. 2 
player having a market share of just 6% 
Several old private sector banks witt 
capital bases ranging from Rs 76 cr to Rs 
150 cr make ıt difficult to prevent abuse o 
fiduciary responsibility. 

Post April 2009, when restrictions or 
operations of foreign banks would be re 
laxed, the Indian banks, especially PSB: 
and old private banks, would perforce 
have to consolidate and strengther 
themselves for greater breadth of prod 
ucts, depth in delivery channels, and effi 
ciency in operations. The report of the In 
dian Banks’ Association (IBA) “Banking 
Industry: Vision 2010” stressed tha 
“Mergers and Acquisitions will gather mo 
mentum as managements will strive ti 
seek the expectations of stakeholders. Thi: 
could see the emergence of 4-5 warld class 

Indian banks, As banks seek niche 
areas, we could see emergence of some 
national banks of global scale and : 
number of regional players”. The prob 
lem, however, 1s not only the small size o 
Indian banks but also the lack of depth i 
investment and other financial service: 
and human resource capabilities. Fur 
ther, an analysis of the recent banking 
scenario disconcertingly reveals that the 
challenge to PSBs has come from nev 
private sector banks with aggressive 
marketing and not foreign banks. 


Annual Banker survey highlights: 
July 2007 
The Banker (UK) analyzes the perfor 
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mance of top 1.000 banks in the werld 
every year and ranks them on the basis 
of strength (tier 1 capital), size (assets) 
and performance. Since 1989, the main 
assessment has been based on the 
amount of tier 1 capital rather than as- 
sets, as capital forms the basis of a 
bank’s strength and a better measure of 
the soundness, stability and perfor- 
mance of banks. The survey results re- 
veal that while commercial banks in 
India compare well in terms of prof- 
itability and asset quality, they need to 
scale up in terms of size and efficiency. 
© Among the tep 100 banks in the 
world, there is only one Indian bank, 
SBI, at 70th position. Among the 
top 25 banks in Asia (ex-Japan), 
there are only two banks from India: 
SBI (11th place) and ICICI Bank 
(24th place). 
© Among the top 25 Asian banks (ex- 
Japan) by tier 1 capital, there are 
seven banks from S. Korea, followed 
by six from China, four from Austra- 
lia, three each from Singapore and 
Taiwan, and two from Indie ‘SBI 
and ICICI. 


Safeguards needed 

Synergistic consolidation requires at- 
taining economies of scale and cost-ef- 
fective operations integration. Indian 
banks must strengthen their core com- 
petencies while exploring new vistas, 
achieve ‘critical mass’, and substan- 
tially enhance their technological capa- 
bilities. But economies of scale envis- 
aged through bank mergers may not 
markedly enhance margins in an in- 
creasingly competitive scenario. There 
are also other obstacles in the pursuit of 
strengthening the domestic financial 
and banking architecture, in the pursuit 
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of best global standards of efficiency, 
transparency and disclosures and en- 
hancing efficiency and productivity. 

HSBC, which just three decades 
back was the size of the SBI, is today one 
of the largest banks in the world in terms 
of assets through consolidation. While 
size is important, even a merger of two or 
three large and medium-sized banks 
cannot create an entity big enough to 
challenge the global giants. Develop- 
ments in the US and other developed 
countries substantiate the thesis that 
large size of a financial institution does 
not necessarily lead to sound manage- 
ment, as starkly reflected in the serious 
crisis in the financial sector, largely of its 
own making. 

With the emergence of alternative 
delivery channels, such as Internet/ 
phone banking in the post-reforms 
phase, the significance of a large network 
of branches drastically reduces in an era, 
where the customer is a customer of the 
bank and not of the branch. Further, 
while many more financial services, be- 
sides the basic functions, can be under- 
taken by a larger entity after merger, the 
risks inherent in the ‘newer products’, 
such as credit cards, stock market opera- 
tions and derivatives, could also increase 
manifold. 

Despite the extensive branch network 
of the PSBs, smaller and regionally fo- 
cused banks—e.g., TamilNad Mercantile 
Bank, Karnataka Bank, and Karur Vysya 
Bank—have created their own niches. The 
creation of distinctive niches in India and 
profitably running of these niches as a 
business model is strikingly similar to the 
US experience, where even the smallest fi- 
nancial intermediary coexists profitably 
with complex financial organizations such 
as Citigroup, JP Morgan Chase, ete. 
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While PSBs have striking comme: 
alities of policies and approaches, the 
and ‘new generation’ banks differ signi! 
cantly in terms of operational issue 
NPAs, organizational culture and HR i 
sues—salary structure, role of trac 
unions, age-profile, promotions, tran 
fers and postings. Mergers are now 
matter of choice and no longer of compu 
sion. Size matters, but size alone doe 
not matter. 

While different banks operate on di 
ferent technology platforms and they are: 
different stages of computerization, eve 
the same bank uses different kinds of tect 
nology; about a year back there were abou 
200 vendors in SBI. Increasing the oper 
tional and technology efficiency require 
removal of diverse technology platform 
and using a single platform. 


Critical success factors 
The estimated GDP is about Rs 38 lak] 
cr, and taking into account 9% growtl 
rate, over the next five years, it wouk 
grow by over Rs 18 lakh cr. If the bank: 
are to finance 50% of macroeconomi 
growth, with a growth of 20-25%, it wil 
need much more capital with a mix o 
equity and hybrid instruments. 
According to the Reserve Bank o 
India’s report on “Currency and Finance 
released on September 4, 2008, the 
banking sector would require an addi. 
tional capital of Rs 5,68,744 cr in the 
next five years. This is based on the as- 
sumption that banks would maintain 
Capital-to-Risk-weighted Assets Ratic 
(CRAR) at 12%. Over the next five years. 
PSBs would require Rs 3,69,115 cı 
(64.9% of total requirements), old pri- 
vate sector banks Rs 23,319 cr (4.1%). 
new private sector banks Rs 1,13,180 cr 
(19.9%), and foreign banks Rs 63,131 cr 
(11.1%). Since banks have tier I capital 
significantly above the required level, 
this requirement is estimated at only Rs 
2,33,564 cr during 2007-12, in which case 
the balance would have to come from tier II 
capital. Capital relief instruments, e.g., re- 
laxed securitization norms, leveraging the 
presence of branches abroad, tier-III capi- 
tal and preference shares could be help- 
ful. Banks like corporate must be per- 
mitted to explore global routes for capi- 
tal, both debt and equity, as also foreign 
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Top Indian Banks 





255 Punjab National Bank 
259  Bankof Baroda 





335 HDFC Bank 
Oriental Bank of Commerce 


378 








495 Union Bank of India 


561 Central Bank of India 
580 UTI Bank 


699 
708 


UCO Bank 


United Bank of India 





Bank of Maharashtra 
Federal Bank 


904 


507 Corporation Bank 


Return on 
Assets (%) 


Cost-Income BIS Capital 
Ratio (%) Ratio (%) 
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0.50 98.55 11.03 
1.47 49.60 11.08 








0.34 
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58.01 
51.98 


11.12 
12.02 








0.22 


64.36 
44.64 


11.27 


1.36 13.76 





988 Dena Bank 
direct investment to manage their bal- 
ance sheet better. 

While consolidation can be based on 
the three specific criteria of regulatory 
prescription, a voluntary action and the 
owner's decision, consolidation is not a 
panacea for all ills of Indian banking 
and consolidation alone is incapable of 
leading to all the efficiencies in technol- 
ogy or in delivery. Since there are vari- 
ous issues that need to be examined, 
size has to be seen as a facilitator 
rather than an all-inclusive means to 
efficiency. Given such apprehensions, 
mergers may not be an unmixed bless- 
ing, unless they are market-led and syn- 
ergy-driven. Synergistic benefits of 
mergers include enhanced market share, 
augmented clientele base, increased geo- 
graphical spread, technological automa- 
tion, global reach and compliance with 
global benchmarks. The resolution of 
these interconnected issues is necessary 
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0.36 47.50 10.62 
for the Indian banking system to opti- 
mally utilize capacities to gain from a 
matrix of core competencies and efficien- 
cies across business lines and make the 
process M&A of banks a success. 
Consolidation could strengthen the 
system and reduce the vulnerability to 
macroeconomic shocks. Hence, synergy- 
based M&A and taking over of weak by 
strong banks are critical in ensuring 
long-run viability and sustainability of 
the system as a whole. But the com- 
plexities and long-term implications of 
the issues involved necessitate coordi- 
nated and concerted measures by all 
stakeholders, viz., the government, the 
RBI and the banking sector itself, to 
achieve avowed objectives. An examina- 
tion of theoretical and empirical re- 
search strongly suggests the need for 
extreme care and caution in this area. 
Further, banking industry consolida- 
tion needs to be supported by a slew of 








macroeconomic measures stimulati 
to the economy to help bring about 
structural transformation. 

As mentioned earlier, while PS] 
have striking commonalities of polici 
and approaches, PSBs and ‘new gener 
tion’ banks differ significantly in tern 
of operational issues, NPAs, technolo 
preparedness, organizational cultur 
mindset, attitude to work and HR issu 
(e.g., salary structure, role of trac 
unions, age profile, promotions, tran 
fers and postings, etc.). Given this stril 
ing disparity, it is necessary to ascertai 
compatibility in terms of vision, techno 
ogy platform, corporate culture an 
value system of prospective partners. A 
regulatory, legal, accounting and HR i: 
sues need to be sorted out, lest there ma 
be a case of marrying in haste and re 
penting at leisure. Meticulous structu; 
ing and flawless execution are the key 
to successful consolidation, and the con 
plexities involved in bank consolidatio 
require a holistic perspective, fror 
screening and due diligence to all as 
pects of the integration process compris 
ing operational issues, technology plat 
form, NPAs, organizational culture 
mindset, capital, the position of the ex 
tant laws, attitude to work and HR. 

There is a fair measure of consensu 
that mergers are now a matter of choic 
and no longer a matter of compulsion 
There is no unanimity on the concept o 
the size of a bank. In common parlance 
size implies reach, network, volume o 
business, asset size, capital and reserves 
profitability, etc. But generally, the asse 
base and the branch network measure 
the size of a bank. In the ultimate analy: 
sis, the size of a bank needs to be lookec 
at in relation to profit, revenue and cost 
functions. There are also issues relating 
to the composition of liabilities, the CL 
ratio, the quality of assets, the proportion 
of fee to interest income, etc. No wonder, 
then, there are different perceptions 
about the optimal size of a bank. The op- 
timal size of a bank is, inter-alia, a func- 
tion of the size of the economy, its diver- 
sity in various segments, level of financial 
intermediation, and above all, the degree 
of market mechanism and competition. = 
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Reva 


Powered to Vroom 





The future of the automotive industry hinges on cars that run on zero- 
emission fuels, come in small sizes, and are suitable for city mobility. Reva 
is one such. 





eva Electric Car Company Pri- 
vate Ltd. (RECC), the market 
leader in the electric vehicle per- 
sonal transport segment, announced, in 
the first week of January 2009, the 
launch of its lithium-ion battery powered 
electric car, Reva L-ion. Based on its 
highly successful Reva-i platform, the 
latest version of the world’s best-selling 
electric car comes with an improved 
range, faster acceleration, shorter charg- 
ing time, lower energy consumption, im- 
proved cold weather performance, main- 
tenance-free battery operation, and a 
longer operating life. It is said that Reva 
L-ion can clock 120 km per charge and 
touch a maximum speed of 80 km per 
hour. What’s more, RECC has also an- 
nounced the introduction of a fast charge 
station that can charge Reva L-ion up to 
90% in an hour. 
While the booking for Reva L-ion and 
fast charge stations will open from Feb- 
ruary 2009 in Belgium, Cyprus, France, 
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Greece, Ireland, Norway, Spain and UK, 
the customer deliveries will commence 
from May 2009. RECC, under the stew- 
ardship of Keith Johnston, President of 
its European operations, is eyeing the 
European market and has plans to ap- 
point new distributors in all European 
countries. 


Guided by ‘Zero Principle’ 

The Bangalore-based RECC came into 
being, in 1994, as a joint venture between 
the Maini Group, India and AEV LLC, 
California, US, with the aim of manufac- 
turing environment-friendly and cost-ef- 
fective electric vehicles, and introduced 
Reva, India’s first zero polluting electric 
vehicle, in June 2001. Committed to 
what it calls ‘the zero principle’ of the 
Maini group—that is, zero defects, zero 
time delays, zero inefficiencies and zero 
pollution, all achieved through zero wast- 
age and zero compromises—RECC has 
not only succeeded in its vision of estab- 


ig 


lishing a tradition of excellence and lead- 
ership in environment-friendly urban 
transportation, but also created a glo- 
bally accepted product in Reva, the zero 
emission electric vehicle for city mobility. 

Reva was designed and developed 
using in-house technology, making it 
95% indigenous. While the lightweight 
tubular steel space frame that supports | 
the suspension and body components* 
and the body made of lightweight dent- 
proof ABS plastic panels give the car its 
unique look, the thermoformed sheets of- 
fer it a high impact resistance. Reva has 
a 3-phase AC induction motor with a 
torque of 52 nm at zero speed. The motor 
can run at a high speed of 8,000 rpm. The 
car has a Power Pack, placed beneath the 
front seats, which consists of eight 6-Volt 
EV lead acid batteries that attain 80% 
state of charge (quick-charge mode) in 
under 2.5 hours. While the battery pack 
position is designed to keep the center of 
gravity low, the onboard charger makes 
charging easier, as it can be done by plug- 
ging into any 15 amp socket anywhere. 
The car also features a large crush zone 
in the front portion of the car and dual- 
hydraulic and regenerative braking for 
additional safety. 

The other attractions of the car in- 
clude: a ‘low battery’ warning light; a fuel 
gauge; computer-based Energy Manage- 
ment System (EMS) that optimizes 
charging and energy output of batteries 
to maximize the operating range and 
improve performance; an air-condition- 
ing system that is built around a me- 
chanical vapor compression refrigerant 
system and a heater; and Climate Con- 
trol Seats (CCS) that allow the occupant 
to independently adjust the temperature 
of the seats by a selector switch to get 
noticeably cool or warm air in less than 
30 seconds after activation. Customers 
can customize the design of their car by 
choosing from 2,000 shades and by add- 
ing colored bumpers and mirrors. 
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Reva 





Retailing through Reliance 
Recently, Reliance Digital, the consumer 
durables arm of Reliance Retail, entered 
“into a tie-up with RECC for retailing 
Reva cars through its outlets across the 
country. While the cars will be sold ini- 
tially through its outlets in Hyderabad 
and Delhi, Reliance Digital will extend 
the facility to other cities in due course. 
Terming the tie-up an initiative to pro- 
mote environment-friendly technology, R 
Chandramouli, President, Sales and 
Marketing, RECC, commented, “The tie- 
up offers a synergy as Reva car is a clean, 
green, technology product that is also 
plug and use, like the products sold 
through the Reliance Digital stores.” 
Adjay Baijal, President and Chief Execu- 
tive, Reliance Digital, concurred: “We are 
extremely buoyant with this tie-up as it 
would be a unique initiative, which 
would be a first of its kind wherein a tech- 
nology retailer would move beyond its 
regular frontiers to promote and sell a 
forward looking technology which would 
support the cause of a safer and a greener 
tomorrow in the automotive arena.” 





Living to drive another day 

While there is no doubt that the tie-up 
with Reliance Digital provides RECC 
new avenues to reach out to potential 
customers and gives it access to a wide 
customer base, the environment-friendly 
_ and cost-effective small electric car’s suc- 
} cess may depend on factors that are by no 
means small or friendly. The financial 
crunch, global downturn and battered 
consumer confidence have completely 
thrown the automotive industry out of 
gear. With demand having slumped and 
inventories piling up, it has been a battle 
for survival for many big names in the 
industry. For example, US auto sales 
dropped by 18% in 2008 to a 16-year low 
of 13.2 million, pushing financially 
strapped General Motors Corp and 
Chrysler to the brink of collapse. Top 
analyst JD Power has forecasted that 
US auto sales in 2009 would fall 13% to 
about 11.4 million vehicles, a fourth 
straight year of decline that is expected 
xto put further pressure on the US 
“economy and push some automakers out 
of business. The situation is so worse 
that a number of big automakers, includ- 








ing Nissan Motor Co, pulled out of the 
North American International Auto 
Show (previously known as Detroit Auto 
Show), held between January 11 and 25 
this year, to save money. 


The ‘small’ indian story 

Like its counterparts elsewhere, Indian 
automotive industry is also reeling un- 
der the prevailing gloomy market senti- 
ments. Curtailed production, margin 
pressures, supply chain vulnerabilities, 
escalating costs, falling sales volumes 
and mounting inventories have left the 
industry at the crossroads. However, 
India boasts of a buoyant small car seg- 
ment and a cost-effective manufacturing 
base that might not only put the industry 
back on the road to recovery but also help 
tow the global auto industry out of the 
recessionary mire. India is a fast-growing 
auto market, with the small car segment 
accounting for about three-fourths of the 
market share. It is already one of the 
largest producers of small cars and has 
also emerged as an export hub, with car 
makers like Suzuki and Hyundai rolling 
out small cars from the country. Further- 
more, the measures announced in the 
Union Budget for 2008-09, such as a re- 
duction of excise duty on small cars from 
16 to 12%, reduction of excise duty on hy- 
brid cars from 24 to 14% and for electric 
cars from 8% to nil, and reduction of cus- 
tom duty on steel melting scrap and alu- 
minum scrap from 5% to nil, are expected 
to bear fruit and give an impetus to the 
automotive industry in general and small 
car segment in particular. 

As the automotive industry world over 
is trying to come to terms with the sudden 
reversal of fortunes, companies have 
started cutting costs and improving effi- 
ciencies to stay the course. And all of them 
recognize that the future of the auto indus- 
try hinges on developing cars that run on 
new and zero-emission fuels. Something 
that RECC has gone out and done. 


Charged up 

Though Reva is one of the first electric 
vehicles to be sold commercially, it did 
not get the start it deserved. However, it 
is the trendsetter for other electric ve- 
hicles such as General Motors’ Chevrolet 
Volt, which is expected to hit the market 


in November 2010. Others waiting to 
join the race include Nissan Motor, 
which aims to launch an electric car in 
Japan and US in 2010, and Renault/ 
Nissan, which plans to mass-produce 
electric cars as part of an Israeli project 
in 2011. Toyota—a pioneer in the eco- 
friendly auto segment with its Prius hy- 
brid, launched in Japan in 1997-~has 
plans to speed up the development of its 
own version of electric vehicles. 

Reva, no doubt, has a growing market 
in countries like UK (where it is called 
G-Wiz), Ireland, Italy, Norway, Spain, 
Cyprus and Sri Lanka. In 2006, RECC 
received $20 mn from Draper Fisher 
Juvertson and the Global Environment 
Fund, which helped the company in- 
crease its output to 30,000 and raise the 
number of dealers. However, Reva’s high 
price, which is nearly 25% more than en- 
try-level cars, has meant that the cost- 
conscious Indian consumers have not 
warmed up to it, though it is essentially 
an Indian product. However, this may 
change, as factors like depleting fossil fu- 
els, growing concerns about the damage 
to the environment due to carbon emis- 
sions, and the geopolitical realities force 
many auto makers to go for environmen- 
tal models powered by alternative fuels. 
It is here where Reva scores. 

Technology-wise Reva has the first- 
mover advantage. Though the global 
meltdown has swamped the plans of au- 
tomotive industry, Reva can rest assured 
that the future belongs to car makers 
who rely on design, specifications, manu- 
facturing efficiency, performance, mar- 
keting network, after sales service and, 
above all, eco-friendly technology. Reva is 
not only an alternative and eco-friendly 
option, but also easy to drive, has no 
clutch and gear making it ideal for the 
stop-start traffic conditions of the cities, 
and has a small turning radius which 
makes it easy for the driver to maneuver 
and park—features that make it the 
best suited for city mobility. Now, with 
the launching of Reva L-ion, RECC has 
extended the range and increased the 
performance of the vehicle—which 
means the future is not going to be all 
that bumpy for Reva.» 

~ R Venkatesan lyengar 
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Post: Unit Head- Trade Finance Processing 
Company: Ing Vysya Bank Ltd. 

Job Desc: Will be desired to ensure that Trade 
transactions are correctly processed in a cost 
efficient way within the agreed timelines and in 
compliance with the Internal and External 
regulatory framework. 

Profile: Looking for a Graduate or post-graduate 
(preferred) having a supervisory experience of 3-5 
years with at least 1 as a team leader, 1 year 
experience in Domain. 

Exp: 3-5 

Location: Coimbatore 

Email: tasneem.rangwala@ingvysyabank.com 





Post: Sr. Manager- Internal Audit 

Company: Manajan & Aibara 

Job Desc: Incumbent will be responsible for Risk 
based Internal Audits of large multi-nationals & 
Indian companies mainly manufacturing & retail. 
Profile: An ability to make presentations.and be in 
a client facing role. Should be a Computer literate 
having working knowledge of the M5 Office Tools 
like Excel, WORD and PPT etc. 

Exp: 3-8 

Location: Mumbai 

Email: vanita@mahajanaibara.com 





Post: Branch Manager 

Company: Team Life Care Company (india) Pvt. Itd. 
Job Desc: Wil! be responsible for collections & 
Branch Administration, handling Manpower etc. 
Profile: Desired candidate should be goed in 
Administration, Operations and Collections. 

Exp: 4-9 

Location: Cochin 

Email: prakasn.c@teamlifecare.in 





Post: Accountant 

Company: CCasaneva Restaurant & Bar 

Job Desc: Should possess working knowledge of 
Tally 9, PF& ESI, VAT /TDS etc.Will be required to 
make Bank Reconciliation in Tally 9, Purchase/Sales 
entries, Payroll processing in Tally 9. 

Profile: Candidate should be a B.Com graduate 
having hands on experience in regular accounting 
work. 

Exp: 3-4 

Location: Pune 

Email: casumeetshah@gmail.com 





Post: Accounts Executive 

Company: Mahajan & Aibara 

Job Desc: Responsible for maintenance-of 
Accounts on daily basis, MIS, Reporting, Billing, 
Bank Reconcilation, Cheque payments and 
Maintaining Petty cash, Time costing, Salary 
Processing etc. 

Profile: Knowledge of Tally and MS-Office is 
essential with an ability to handle Accounts 
independently with good communication skills. 
Exp: 3-6, Location: Mumbai 

Email: vanite@mahajanaibara.com 


Post: Sr. Manager 

Company: SDB CISCO (India) Ltd. 

Job Desc: Will be responsible for providing main 
source of expertise to the company on business 
development, identifying new development 
required in existing services to maintain our 
competitiveness in market. 

Profile: Looking for a Graduate, preferably an 
ex-servicemen having experience in cash 
management service. Good communication skills 
& 15+ yrs of relevant experience is desired. 

Exp: 15-20 

Location: Bangalore 

Email: mncjobs99@gmail.com 





Post: General Manager- Finance 

Company: Trinity India Ltd. 

Job Desc: Responsible for supervising activities of 
stores & Accounts for a medium sized engineering 
organization, Taxation, Statutory Returns, liaise 
with bankers, MIS Report, Daily Profitability 
Statement etc. 

Profile: Should be a Chartered Accountant / Cost 
Accountant with 15+ years of relevant industry 
experience. Experience in book keeping & 
accountancy is also desired. 

Exp: 15-20 

Location: Pune 

Email: hrj5@forge-trinityindia.com 





Post: Dy. General Manager- Finance & Accounts 
Company: Vem Technologies Pvt. Ltd. 

Job Desc: Candidate will be responsible for 
Management accountancy, final accounting, 
annual reports, corporate finance strategies. 
Profile: The candidate should be an ICWAI / CA 
with 15+ yrs of experience in light engineering 
manufacturing industry. 

Exp: 15-20 

Location: Hyderabad 

Email: rehana@vemtechnologies.com 





Post: Sr. Manager- Finance 

Company: Ocwen Financial Solutions Pvt. Ltd. 
Job Desc: Responsibilities include to supervise 
corporate accounting staff, drive monthly 
consolidation and book closing process. 

Profile: Should be a CA with 9+ yrs of post 
qualification experience & familiarity with US 
GAAP accounting standards is desired. Will be 
responsible for identifying, measuring, recording, 
summarizing, reporting all business transactions & 
supervision of corporate accounting staff. 

Exp: 9-10 

Location: Bangalore 

Email: roberta.dennis@ocwen.com 


Post: Dy. General Manager- Accounts 

Company: UFlex Ltd. 

Job Desc: Candidate should be a Qualified CA with 
15 Years of experience.Responsible for Credit 
Control and Collections, MIS, Monthly P & L and 
Balance Sheet for Multi Location Units. 

Profile: The candidate should be from 
manufacturing industry & have 15+ yrs of relevant 
experience. Will be responsible for the entire 
finance & accounts division. 

Exp: 15-18, Location: Noida 

Email: iti@uflexitd.com 





Post: Head Syndication 

Company: A.K. Capital Services Ltd. 

Job Desc: Would be responsible for executing 
Corporate Finance Debt Mandates. a 
Profile: The incumbent should be a CA or Post 
Graduate in Finance, should be good with 

valuations & possess 10+ yrs of relevant 

experience. 

Exp: 10-15, Location: Mumbai 

Email: rajendra.shakkria@akgroup.co.in 





Post: Sr. Accountant 

Company: Adarsh Group of Institutions (AGI) 
Job Desc: Should possess atleast 10 years of 
institutional experience. 

Profile: The candidate should have a 10+ yrs of 
institutional experience. 

Exp: 10-15, Location: Bengaluru 

Email: adarshsangh@srn-adarshcollege.com 





Post: Corporate Finance Head 

Company: Ken Group 

Job Desc: Responsible for maintaining books of 
accounts with all branches, fund management, 
loan recovery, statutory compliance, resolving 
financial and accounts issues. 

Profile: Looking for an MBA- Finance with 8+ yrs 
of relevant experience. Will be required to handle 
books of accounts with all branches, manage 
funds, ensure loan recovery, statutory compliances 
etc. 

Exp: 8-10, Location: Bengaluru 

Email: santosh.dr@kengroup.co.in 





Post: General Manager - Finance 

Company: MSPL Ltd. 

Job Desc: Responsible for planning and budgeting 
long and short term fund requirement, mobilising 
funds at a competitive rate from the national and 
international equity and debt markets. 

Profile: The incumbent should be a CA. with 
in-depth experience of managing the corporate 
finance functions & 10+ yrs of relevant experience. 
Exp: 10-15, Location: Hospet 

Email: talent@mspllimited.com 








Post: General Manager 
Company: Salora International Ltd. 


Job Desc: The candidate needs to head the Accounts 


and Finance division, handle branches & manage big 
sized team. 

Profile: Looking for a CA/ ICWA having 10+ yrs of 
relevant industry experience. 

Exp: 10-18 

Location: Dethi/NCR 

Email: hr@salora.com 
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Post: General Manager- Finance 

Company: Jaypee Hotels 

Job Desc: Will be responsible for all inputs of 
Finance and Accounts such as term loan, working 
Capital Management, Forex & Treasury, MIS, 
Budgeting, Finalization of Accounts, Consolidation 
of Accounts etc. 

Profile: The candidate should have knowledge of 
software relating to hotel industry like prolific, excel 
etc. Prior experience in Hotel industry is also desired. 
Exp: 20-28, Location: Delhi/NCR 

Email: harish.vaid@jaypeegreens.com 


Maeiennaer 


Post: Asst. General Manager - Audit and 
Compliance 

Company: VVF Ltd. 

Job Desc: Will be required to ensure effective 
execution of various independent financial and 
compliance audits in accordance with accepted 
professional standards in order to determine 
compliance with institutional policies/ procedures 
and applicable laws and regul 

Profile: Thorough understanding of the auditing 
concepts, procedures & laws, corporate governance, 
financial reporting laws, regulations is desired. 
Knowledge of financial reporting processes, 
standards, product composition is also desired. 
Exp: 10-15, Location: Mumbai 

Email: yogitasawant@wvfitd.com 
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Post: Sr. Manager - Finance 
Company: Syntel Ltd. 
Job Desc: Knowledge of accounting, reporting and 


IFRS etc. is desired, submit Monthly MIS and Periodic ———————————________ a 


reports to the leadership, 

Profile: The candidate should have knowledge of 
accounting, reporting, IFRS etc. & 10+ yrs of 
experience. Responsibilities wil include overall 
supervision of the department, submitting monthly 
‘MIS, periodic reports to the leadership, coordinating 
with the auditors etc. 

Exp: 10-15, Location: Mumbai 

Email: Kshitij_ Gupta@syntelinc.com 
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Post: Sr. Processing Officer - Retired/VRS Banker 
Company; Computer Age Management Services Pvt. 
Ltd. 

Job Desc: Should have worked in Banking/ Financial 
Service industry & would be preferred for Mutual 
Fund transfaction processing. 

Profile: Looking for a Graduate / Post Graduate in 
commerce / finance, having banking / finance 
service industry experience. 

Exp: 10-20, Location: Chennai 

Email: resume@camsonline.com 
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Post: Sr, Manager- Finance & Accounts 
Company: Jindal Steel & Power Ltd. 

job Desc: Will be required to manage & maintain 
day-to-day financial control of the service within 
budget heads as agreed by the Management. 
Profile: Should be a CA with relevant project 
experience in SAP, knowledge / working in SAP 
system etc. The candidates should ensure quality & 
timely works with exceptional project planning & 
project scheduling skills. 

Exp: 9-12, Location: Raigarh 

Email: jobs@jspl.com 


Post: Sr. Accountant 

Company: Kores (india) Ltd. 

Job Desc: Key Responsibilities would include to look 
after the overall accounting responsibility of a 
division with an annual sales of approx. 200crs. 
Profile: The incumbent should have experience of 
branch accounts, working knowledge of 
computerised accounting system & ERP / SAP 
Knowledge of VAT, CENVAT, TDS etc. is also desired. 
Exp: 8-10, Location: Mumbai 

Email: hrd@kores-india.com 
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Post: Sr. Manager- IUC Revenue 

Company: Mindiance india Pvt. Ltd. 

Job Desc: Responsible for ensuring timely collection, 
collection of IUC Revenue and Resolution of 
disputes, ensuring timely resolution of billing 
disputes etc. 

Profile: Looking for a CA / ICWA with 8+ yrs of 
relevant industry experience & excellent knowledge 
of MS Excel. 

Exp: 8-12, Location: Mumbai 

Email: rashi. knemka@mindlance.com 


Past: General Manager - Commercial 

Company: Valley iron & Steel Company Ltd. 

Job Desc: Hardcore experience of Finance in a large 
set up preferably Steel industry is desired. 

Profile: Knowledge of central excise, sales tax, 
income tax, statutory regulations & in-depth 
experience in audit, finalization of accounts is 
required, 

Exp: 10-15, Location: Orissa 

Email: shweta.valleyiron@gmail.com 
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Post: Sr. Manager- Legal & Company Secretary 
Company: ThyssenKrupp Electrical Steel india Pyt. 
Ltd. 

Job Desc: Candidate shall be responsible for Docu- 
mentation & Drafting, Follow-up of the cases at 
various stages, Co-ordination with counsels, expo- 
sure to ail types of legal matters including commer- 
cial, labour etc. 

Profile: The incumbent should be a Law Graduate, 
preferably with ACS & 10+ yrs of post qualification 
experience in legal matters. 

Exp: 10-12, 

Location: Nasik 

Email: ravindra.yadav@thyssenkrupp.com 


Post: Chief Financial Officer 

Company: Allied Solution Group India Pvt. Ltd. 

Job Desc: Responsible for Operating and maintain- 
ing organizations’ business unit effectively and effi- 
ciently, the individual shall be responsibie for in- 
creasing profitability of each branch. 

Profile: The candidate should have 10+ yrs of finar- 
cial services experience & in-depth understanding of 
internal controls, sarbanes-oxley regulations. Should 
possess the ability to effectively interact with all 
levels of management & have strong accounting 
skills. 

Exp: 10-20, , 

Location: Coimbatore 

Email: vijay. ranganathan@alliedgroups.com 
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Post: Accounts Head 

Company: Portfolio Financial Services 

Job Desc: Main job will be of supervising all Ac- 
counts, Treasury related work, tracking all accounts 
related financials of the company. 

Profile: The candidate should have 144+ yrs of rel- 
evant experience. Key responsibilities include super- 
vising all accounts, treasury related work, tracking 
ali accounts related financials of the company. 

Exp: 14-24 

Location: Mumbai 

Email: hrd@pfsl.org 
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Post: Sr. Taxation Manager 

Company: Dell india Private Ltd. 

Job Desc: This position will have the general respon- 
sibility to provide support in all tax compliance mat- 
ters, which includes the preparation of income tax 
provisions for statutory audited accounts. 

Profile: Looking for a candidate with expertise in 
direct, indirect taxation operations preferably with a 
consultancy or a corporate role. 

Exp: 9-14 

Location: Bengaluru 

Email: Giridhar K@dell.com 
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Barack Obama 


Journey to ‘Remake’ America 


“We are here to mark the beginning of our journey to Washing- 
ton and this is fitting, because it was here in this city that our 
American journey began,” declarec Earack Obama, the Presi- 
dent-elect of the US, commencing his journey to walk the talk 
from the historical city of Philadelphia. 

Adopting the more than a century-old tradition of many US 
presidents-elect, particularly Abraham Lincoln, to travel to 
the capital for inauguration by train. Obama, reflected on the 
mammoth crisis that the US is today passing through, saying: 
“Only a handful of times in our history has a generation been 
confronted with challenges so vast. An economy that is falter- 
ing. Two wars, one that needs to be ended responsibly, one that 
needs to be waged wisely. A planet that is warming from our 
unsustainable dependence on oil.” 

Rhetoric aside, today, America is not what it was: it is no 
lenger a super economic power. It is in the midst of a crisis: the 
unemployment rate has already reached a 16-year high of 7.2% 
and is likely to rise further; its banking system is still in 
distress (despite capital injection by the government, Citi 
found no alternative but to split itself into two, 
with the idea of eventually disposing of the 
Citi Holdings consisting of ‘bad assets’; nor 1s 
it any different with Bank of America which 
has posted a loss of $2.89 bn for the fourth 
cuarter and is looking at government for fresh 
capital); domestic demand is in free fall; con- 
sumers are unwilling to spend; and car sales 
have plummeted, throwing General Motors 
and Chrysler almost out of business. To put it 
in the words of the President-elect, “It 1s not 
clear that the econemy’s bottomed out.” 

Nor is the global economy any better: GDP of 
Eurozone is predicted to shrink by 2% in 2009. The economic out- 
look for Germany is looking bleak. Its export of capital goods to 
emerging markets is witnessing poor demand, as is reflected by 
the fall in export revenue by 12% year-on-year in November. Nor 
are the economies of France, Italy. Spain and the UK any better. 

Till a while ago, Asia appeared better. But the recent data 
indicate that exports from Japan fell by 27% year-on-year in 
the month of November. The Bank of Japan's quarterly 
Tankan index has fallen to a 0-year low, forecasting bleak 
prospects for the future, which is why pundits have predicted 
the economy to contract by an alarming 2.9%. That aside, the 
most disturbing news for global eccnomy is coming from China: 
its GDP in 2009 is forecasted to grew by 6%-—~a stunning fall of 
seven percentage points from the 13% growth recorded in 2007. 

Cumulatively, the prospects of recovery from the ongoing 
global recession, the severity of which has not been witnessed 
in the last 80 years, appear dim; and it will become still worse 
if governments across the glove delay initiating aggressive 
policies to kick-start the economy collectively. 

America is also facing many political challenges and they 
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are real. The first test that the new President will face immedi- 
ately after assuming office is finding ways and means to dif- 
fuse the recent Gaza crisis and resolving the larger Arab-Israel 
conflict. Next is to find a way to responsibly exit from Iraq, a 
country where, not long ago, a shoe was hurled at the outgoing 
US President. Third is the crying need “to make a series of 
adjustments”—both military and diplomatic—to contain the 
attempts to re-Talibanize Afghanistan. The fourth important 
issue that calls for America’s attention is the issue of nuclear 
non-proliferation. And, remember, these are over and above 
the urgency to contain the ill-effects of ‘imploding economy and 
the ‘whimper of collapsing climate’. 

Ironically, none of the other powers, such as Eurozone, Russia 
and China, is evincing any interest in addressing these global a 
concerns, and obviously the world is looking at America for ap- 
propriate leadership initiatives. At the same time, the rest of 
the world would no longer tolerate America continuing with 
“Bush’s Manichaean arrogance”—undermining the authority of 
global institutions is no longer welcomed. It, however, does not 
mean that America should remain isolated. 
Contrarily, it should come forward but with ap- 
propriate leadership initiatives to usher in a 
new era of peace in which “our common human- 
ity shall reveal itself.” It also needs to take ini- 
tiatives to lead the globe out of the current reces- 
sion. But in its anxiety to set right its economy 
first, America should not resort to ‘protection- 
ism in its trade dealings, for that is neither in 
the long-term interests of the world nor that of 
America. 

Encouragingly, Obama appears to be 
aware of these hard realities, as is revealed by 
his cleverly seizing the opportunity offered by the train-journey 
to set the tone right for the future, saying: “We recognize that 
such enormous challenges will not be solved quickly. There will 
be false starts, there will be setbacks, frustrations and disap- 
pointments. I will make some mistakes. But we will be called 
to show patience even as we act with fierce urgency.” Borrowing 
a phrase from Abraham Lincoln’s inaugural address, Obama 
also exhorted his people thus: “What is required is a new decla- 
ration of independence, not just in our nation, but in our own 
lives—from ideology and small thinking, prejudice and big- 
otry—an appeal not to our easy instincts but to our ‘better 
angels.” And Americans appear to be well behind him as the 
Washington Post-ABC News survey indicates that 80% of 
people are favorably disposed towards him. He has also as- 
sembled a very competent team of office-bearers cutting across 
political barriers. A well begun journey? 7 

So, a smart and intelligent man right there well cut out for’ 
his job. Amen. 
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O, Trust! Where Art Thou? 


“Pleasure is oft a visitant / but pain clings cruelly to us.” It is these immo 
lines of Keats that rightly epitomize the somber mood which encased the: 
Davos World Economic Forum - 2009. : 
The usual spirit of Davos was glaringly missing from this year’s Forum: — 
there were no theatrical impresarios teaching management lessons; there | 
were no bankers from that famed Wall Street, of whom Putin was sage ? 
when he said, “Today, investment banks, the pride of Wall Street, have virtu- 
ally ceased to exist”; there were no representatives of the hyper power even; nor 7 
were there the usual scientific debates over exotic topics. E 
Amidst the overhanging fog of ‘uncertainty’ and dire ‘negativity’, the only - 
visible reality is: the ‘anger’, anger at the bankers—loan originators, who, _ 
driven by their wild risk taking habits, packaged the subprime mortgages and 
transferred them across the globe through exotic products that are least under- 
stood but traded aggressively, for they are certified by the credit rating > 
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agencies—who have been cast as the chief perpetrators of the economic turmo! 
and yet got away with their bizarre bonuses, and anger at the financial regula- - 
tors who had failed to rein in the corporate greed for profit, all of which reminds $ 
us of what John Kenneth Galbraith wrote in his book, The Great Crash: 1929, 
about financial luminaries of that time: “The sense of responsibility in the T 
financial community for the community as a whole is not small. It is nearly nil. i 

While the doom-laden economists warned the assemblage about the risk of 
“a deadly combination of economic stagnation, recession and deflation”, 
unsurprisingly, new words have confronted the Forum: deglobalization, that 1s, 
the rise of protectionism across the countries mostly triggered by the reintroduc- 
tion of export subsidies by European Union for dairy products, “buy-America” 
legislation in the US, and “British jobs for British workers” movement in the UK; 
and financial mercantilism, that is, growing pressure applied by the US and UK. 
governments on banks that have been bailed out with the tax-payers’ money to 
retreat from global markets and give priority to domestic business. 

And after all, politics being a game of quid pro quo, political leaders, 
shocked by the global meltdown have also joined the chorus in denouncing 
globalization. The ongoing financial crisis has further revealed that globaliza- 
tion has created such a complex economic system that even the best of the 
brains gathered at Davos are finding it difficult to handle. 

The victim of all this is: Trust—loss of trust all around. Businessmen have 
all but lost confidence in the system. They are cutting down jobs and output, for 
there is no demand for their output. Nor do they trust the governments to put 
the right policies in place to arrest the down trend. Banks are not ready to trust 
even creditworthy customers and open their chests. Consumers have lost trust 
in businesses, for fairness and integrity are inconspicuous in transactions. 
Employees no longer trust their employers, for they are not sure when they 
would lose their jobs. With the failure of banks left and right, investors are 
finding it difficult to locate ‘Madoff-proof institutions to trust their savings to. 
Irrespective of the ‘ism’ that a country is practicing, intra-country trust is also 
waning quickly. 

Amidst the vacuum that the missing trust has created, all that every one 
frantically looking for is: the ‘Savior’ —the one who could fix the financial calam- 
ity that the world has got itself entangled into and restore trust in the society. 

And, no one Moses can do this: the whole world has to act in concert, act in 
unison to reverse the downward spiral in demand and foster economic recovery. 
This calls for designing a new global financial architecture that puts ‘trust — 
fairness and integrity in people-to-business and people-to-people transac- 
tions—back into the system. For their part, political leaders must strive to 
arrest protectionism from raising its ugly head further, and business leaders 
must display candor in their transactions. 
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Indian pecple should know that they have no better friend and partner than 


the people of the US. It is our shared values that form the bedrock of a robust 
relationship across peoples and governments. Those values and ideals provide 
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the strength that enables us to meet any challenge, particularly from those who 
use violence to try to undermine our free and open societies. 

Barack Obama 

President, US 

I’m confident that the Chinese economy will be able to get through the diffi- 

es caused by the financial crisis. This confidence has been based on a 

scientific approach, as well as the realities in today’s world, as well as in China. 

Wen Jiabao 

Prime Minister, China 





Considering this global crisis we encountered now, I think we need to be more 
aggressive. I’d like to propose a glebal recovery fund in “the spirit of Marshall 
Pian for the development” that would help the low-income economies to invest in 
the bottleneck areas and achieve sustained growth. 


Justin Lin 

Chief Economist, World Bank 

We will respond to the crisis as it unfolds. It’s not that we don’t have a contin- 
gency plan to deal with financial crisis. We do and we have calibrated our response. 


D Subba Rao 
Governor, Reserve Bank of India 


The new financial stability plan should unfreeze our credit market, clean up 
and strengthen our banks, and provide critical aid for homeowners and for small 
businesses. As we do each of these things, we will impose new, higher standards 
for transparency and accountability. 

Timothy Geithner 
Treastry Secretary, US 

I asked the board not to pay me a bonus for 2008, and they approved that 
request. Given the economic environment, the workforce reductions, and our earn- 
ings outlook for 2009, I felt it was the right thing to do. We are a company that 
expects the highest performance and accountability, and that starts at the top. 

Randall L Stephenson 
CEO, AT&T 

The government is committed to ensure whatever stimulus is needed to see 
that there is no loss of jobs in seme sectors which are taking a hit. 

Kamal Nath 
Commerce and Industry Minister, India 

My immediate or short-term priority as the CEO would be to initiate and 
continue measures that will instill confidence in all of our stakeholders, custom- 
ers, associates, alliance partners, vendors, and to ensure business continuity. 

AS Murthy 
CEO, Satyam Computer Services Ltd., 


Errata: The article “Consolidation: A Prerequisite to Survival”, published in the February 2009 issue of The Analyst (p. 72), was written 
by Manoranjan Sharma, Chief Economist and Deputy General Manager, Canara Bank, Bangalore. The inadvertent omission of the 
author's name in ine said article is regretted. 
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19 Indian Firms 
Figure in Top 500 
Global List 


Nineteen Indian banks/ 
Financial Institutions (FIs) 
figured in the latest Top 500 
Global Financial Brands 
2009, a global ranking of 
financial brands by Brand 
Finance along with The 
Banker magazine published 
from Britain. In 2007, only 
six Indian banks figured in 
that list. This good show of 
the Indian banks indicates 
the resilience of the country’s 
banking system at a time 
when some of the biggest 
global names in the business 
are crumbling. Interestingly, 
all the 13 new entrants from 
India which figured in the 
league table are government- 
owned. They are: Punjab 
National Bank, Bank of 
India, Bank of Baroda, 
Canara Bank, Union Bank of 
India, Indian Overseas Bank, 
Indian Bank, Power Finance 
Corporation, Oriental Bank of 
Commerce, Syndicate Bank 
and three associate banks of 
State Bank of India namely 
State Bank of Hyderabad, 
State Bank of Patiala, and 
State Bank of Bikaner & 
Jaipur. Power Finance 
Corporation is the only non- 
banking financial services 
brand from India to have 
made it to the Global 500 list, 
occupying the 459" rank with 
a brand value of $91 mn. 

For the quarter ending 
December 2008, all these19 
Indian banks/financial 
institutions together 
reported an average of 35% 
growth in interest income 
and a 42% jump in net profit. 
The top performer from India 
was HDFC Bank, whose 


A I Maranh 2NNA © 


brand value increased 
significantly, and conse- 
quently its position in the 
league table jumped to 151 in 
2008 from 236 in 2007. 
Similarly, for Axis Bank and 
the Kotak Mahindra Bank, 
the rankings have gone up. 
Emerging market banks 
are less vulnerable to the 
global financial crisis than 
their developed counterparts. 
This time, the notable exits 
from the list include Fannie 
Mae, the mortgage giant 
bailed out by the US govern- 
ment, and Lehman Brothers, 
which went bust last Septem- 
ber. Merrill Lynch and 
Wachovia also saw their 
rankings slip by 30 and 59 


places respectively. Though 
HSBC was able to hold on to 
the first position in the 
Global 500 list, it saw its 
brand value erode by around 
28% in 2008. Citi, lost its No. 
2 rank in 2007 to slip to No. 7 
in 2008. In India, ICICI Bank 
saw the highest erosion in its 
brand value by $1.7 bn. It 
was followed by State Bank 
of India, which lost $1.4 bn in 
brand value. 


India’s Shrinking 
Import Bill 


India’s import bill shrank for 
the first time in almost nine 
years during January 2009, 


England Players Top IPL Auction 


The high-pitched auction to 
snare cricket players for the 


Indian Premier League (IPL) 


2009 had defied the global 
economic slowdown and 
attracted record prices for 
some of the game’s biggest 
names. Even the rapid 
decline in the Sensex, the 
Bombay Stock Exchange’s 
benchmark index, in recent 
months, could not deter 


Indian cricketing spirits. The 
high prices in the IPL auction 


have bolstered hopes that 


India can sustain its growing 


reputation as the commer- 
cial hub of cricket. 


Two flamboyant English 


cricketers, Andrew Flintoff 
and Kevin Pietersen, were 
picked up for a record $1.55 
mn (£1.1 mn) each. While 


Pietersen was snapped up by 


Indian liquor baron Vijay 
Mallya’s Bangalore Royal 
Challengers, Flintoff was 
grabbed by Chennai Super 


Kings. Both these British 
cricketers had surpassed 
Indian captain Mahendra 
Singh Dhoni in the IPL 
auction. Chennai Super 
Kings’ skipper Dhoni had 
been the most expensive 
player last season with a 
$1.5 mn bid. 

The IPL is a great sports 
carnival which brings 
money, cricket and fashion 
together in a way that 
legendary Kerry Packer 
tried to commercialize 
cricket in the 1970s. It 
started with a big bang in 
2008, with eight teams, 
owned by a mix of 
Bollywood stars and 
industrial magnates, in the 
fray. The bulk of the 
revenues comes from global 
broadcasting rights sold to 
a consortium, including 
Sony Entertainment and 
the Singapore-based World 
Sport Group. 


led by a plunge in crude oil anı 
capital goods imports. 
According to the figures 
released by the Commerce 
Ministry, imports dropped by 
16.1% to $18.92 bn in Januan 
2009, compared to $22.56 bn 
in the corresponding period 
last year, when they grew at 
64%. Non-oil imports which 
contribute to almost 70% of 
India’s import bill increased 
by a mere 2.7% in January 
2009 vis-a-vis a 32% increase 
during its previous month. 
This can be majorly attributec 
to the plunge in capital goods 
imports, which are seen as a 
barometer of industrial 
expansion, by a 25.5% in 
January. Capital goods 
primarily consist of items like 


Bangalore IPL team’s 
owner Vijay Mallya com- 
mented that he was pre- 
pared to pay even more for 
Pietersen. “It was a very 
worthwhile investment. 
Team balance was impor- 
tant and Kevin was certainly 
important in maintaining 
that balance”, commented 
Mallya. Indian cricket board 
secretary N Srinivasan, who 
owns the Chennai Super 
Kings, was delighted with 
the acquisition of Flintoff. 
“Twenty20 cricket is a game 
for all-rounders and Flintoff 
is one of the best in the 
business”, he added. 
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The Bank of England (BoE) 
cut its benchmark interest 


rate to 1%, which is the lowest 


since the Central Bank was 
founded in 1694. The key 
lending rate has dropped by 
4% from 5% since October 
2008. According to the Bank, 
the rate cut is aimed at 
protecting the country from 
slipping into a prolonged 
recession. There are certain 
criticisms against this rate 
cut, as many analysts feel 
that the prior rate cuts were 
not instrumental in unfreez- 
ing the credit squeeze, but 


rather ended up punishing the 


savers. 
In its latest forecast for 
economic growth and 
inflation, the BoE expects 
the UK economy to decline 
sharply in the first half of 
this year. Tightening credit 
conditions, weak consumer 


electrical goods, machinery 
and transport equipment. 
Abheek Barua, Chief 
Economist, HDFC Bank, 
opined that a drop in capital 
goods imports is always 
alarming. A drop in these 
items indicates a decline in 
investments within the 
country. According to the 
official sources, out of the 27 
broad categories of goods 
imported by the country, only 
five sectors showed positive 
results, such as fertilizers, 
sulphur and unroasted iron 
pyrites, pearls and precious 
stones, and project goods. 
Crude oil imports, which 
usually account for about 30% 
of total imports, witnessed 
the sharpest contraction since 
October 2002, thanks to the 
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* Bank of England Embarking 
on Unconventional Measures 


spending, cutting production 
and running down of 
inventories by the busi- 
nesses, and highest unem- 
ployment level since 1997 
are also adding to the woes of 
the economy. Therefore, the 
bank traces for a longer and 
deeper recession in UK than 
expected. In this backdrop, 
analysts expect another 
round of rate cut before the 
end of this quarter. 

However, some others 
view that the bank has 
exhausted its room to further 
cut the rates as the economy 
cannot sustain zero interest 
rates like that of US or 
Japan. Therefore, they view 
that a move from the bank to 
inject billions into the 
economy through a process 
known as quantitative 
easing (which involves 
buying securities but 


more than 50% annual dip in 
crude oil prices. But with 
declining imports, it is 
anticipated that the trade 
deficit will get narrower. 
Considering the initial 
estimates of exports for 
January, trade deficit stood 
at $7.5 bn, a dip of 3.8% from 
$7.8 bn in the corresponding 
month of 2008. As new 
contracts for crude oil are 
expected to get finalized at 
lower prices, crude oil imports 
into the country will continue 
to shrink in the coming 
months as well. 


German Industrial 
Output Plunges 


Germany’s industrial 





printing money to pay for it) 
would be in the interest of 
the economy. 

According to the BoE 
Governor Mervin King, the 
Bank is poised for further 
easing of monetary policy, 
which may include actions 
aimed at increasing the 
supply of money in order to 
stimulate nominal spending 
and buying commercial 
paper and gilts/zovernment 
bonds. Besides this, 
surprising many economists, 
he has also hinted at more 
cuts ahead, along with 
quantitative easing. 


production is falling 
unabatedly. Indeed, the 
Economy Ministry in 
Germany declared that the 
industrial production of 
Germany, Europe’s largest 
economy, dropped 4.6% in 
December from November 
2008 owing to faltering 
demand for plant and 
machinery. The ministry 
said that the fall in 
industrial output is the 
biggest decline since 
German reunification in 
1990. Overall output fell by 
12% on a y-o-y basis. 

The fact that compa- 
nies are trimming down 
their output and invest- 
ment after the global 
financial crisis pushed 


Germany into the worst 
ever recession since World 
War II. Many companies 
like Volkswagen AG and 
Bayerische Motoren Werke 
AG have cut the working 
hours for 86,000 employees 
to reduce production, after 
demand for cars imploded. 

Exports from Germany 
plunged a record 10.8% in 
November 2008 from 
October 2008. Bundesbank 
forecasts that the global 
sales of German companies, 
which grew by 7.5% in 2007 
and by 4.4% in 2008, would 
decline by 0.5% in 2009. 

The government does 
not rule out further contrac- 
tion in 2009 and expects the 
economy to contract by 
2.25% this year. Carsten 
Brzeski, Senior Economist 
at ING Group in Brussels, 
said that German producers 
have not become less 
competitive but are suffer- 
ing most from the complete 
collapse of world trade. He 
expects that the worst is yet 
to come. 

In the current situation, 
analysts say that many 
German manufacturers are 
reducing their inventories. 
According to Stefan 
Bielmeier, an economist at 
Deutsche Bank AG in 
Frankfurt, the build-down 
of inventories could be a 
sign that the economic 
situation is stabilizing. He 
expects a recovery via 
exports and construction. 
However, all hope rests on 
the 80 bn euros ($103 bn) 
stimulus package an- 
nounced by the German 
government to stimulate 
the economy over the next 
two years. m 
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Losing Dominance? 
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In the light of the current global economic recession and consequent 
decline in the global demand for oil, neither OPEC nor any other non-OPEC 
producers could arrest the decline in the oil price. 





en the price of oil touched a 
record $145 a barrel in July 
2008, oil exporting countries 
were reasonably amused. However, in 
less than six months, it had fallen 75% 
and now OPEC members are jittery. 
Being oil revenue their mainstay, dras- 
tic fall of oil prices had pushed many of 
their budgets into deficits. Since OPEC 
does not control oil prices, it decides 
production quotas for each member. Un- 
like in the past, prices have been falling 
despite production cuts. Amidst global 
slowdown, production cuts are no longer 
influence oil economies, but demand is 
the deciding factor as the fall in demand 
is much faster than production cuts. For 
instance, oil demand reduced 8% in the 
US, the largest oil consumer where eco- 
nomic recession is the deepest. 
Chakib Khelil, President, OPEC, 
calculates that the steep fall in oil 
prices, which dipped below $40 a barrel, 
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has cost more than $800 billion so far. It 
is predicted that OPEC's net revenue 
from oil exports would slump to $444 bil- 
lion in the current year. That will be the 
lowest level since 2004, when OPEC rev- 
enue stood at $335 billion. In past, with 
increasing oil prices, OPEC member 
countries enjoyed huge current account 
surpluses, are now shrinking rapidly. A 
specter of recession is looming large over 
the economies of OPEC members. 
OPEC members need huge amounts 
of money to meet budget shortfalls. The 
consequences of lower prices and lower 
production will have dire implications 
on them. Saudi Arabia, the biggest 
economy among the OPEC members, 
can go from posting a surplus exceeding 
20% of GDP to running a deficit of more 
than 15 billion riyals, if average crude 
price hovers around $40 a barrel in 
2009. The UAE, which is also on the 
verge of economic diversification, needs 


an average oil price of $50 a barrel to 
break even next year, where as Iran and 
Venezuela need a price of $95 to bal- 
ance their budgets. Expensive oil drill- 
ing is not feasible at the current levels 
of oil price. For most of the oil compa- 
nies in the region, it will be difficult to 
invest on new oil projects. International 
Energy Agency (IEA) warns that lack of 
liquidity to finance new oil exploration # 
projects leads to the possibility of a 
sharp increase in oil prices once global 
economy starts to recover. It will further 
delay or withhold almost all major on- 
going infrastructure investments, 
which will hamper overall economic de- 
velopment of the Gulf region. 


Cracks in the cartel 

Over the last decade, OPEC has tried 
three times to prevent oil price fall with 
large production cuts. However, the per- 
sistent issue of quota compliance 
within the group emerges time and 
again. Only once had all the 13 mem- 
bers completely fulfilled their promise 
to trim production in the past. Iran and 
Venezuela, often regarded as hawks 
within the cartel, never fully complied 
with the quota cuts in the past. The lat- 
est Reuter's study indicates that the 
members’ compliance with the output 
constraint regimen was just 65% of the 
promised 1.5 million bpd in November 
2008 as supply from OPEC fell from 
32.17 million bpd to 31.2 million bpd 
only. In particular, Iran's output fell by 
80,000 bpd in November 2008, much 
less than the 199,000 bpd it had prom- 
ised to cut. 

Even though the cartel is striving 
hard to present a united front conflicts 
of interests still exist within the mem- 
bers. Saudi Arabia and other Persian 
Gulf states like UAE, Qatar, Libya and ` 
Kuwait are the only members with suf- 
ficient oil reserves to make huge produc- 
tion cuts. IMF estimates that a price 
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“OPEC's reputation as a cartel has indeed taken a hit, particularly in view of its inability 
lately to control the steep rise in the oil price and recently the steep decline in the price.” 


Over the past 10 years, OPEC had made three major production cuts, 
but none saw immediate price rebound. Would this time be any differ- 
ent? 
OPEC has lost its ability to influence the oil price since the 
late 1980s. It was unable to moderate the steep rise in the oil 
price between 2003 (the year of the American war on Iraq) and 
July 2008 because it did not have extra production capacity. 
So it became a bystander watching the oil price passing it by. 
Now that the global economic recession and the world bank- 
ing crisis have caused the price to fall by more than $100/ 
barrel from $147/barrel in July 2008 to $44/barrel now, 
OPEC initiated three production cuts to arrest the fast-fall- 
ing oil price to no avail. The reason is that the fall in the oil 
price was due to declining demand by the major consumers 
because of the recession and not because new sources of sup- 
ply have come forward. Against this background, OPEC's pro- 
duction cuts were a waste of time. 

In my earlier interivews during the OPEC meetings, I ex- 
pressed my misgivings about any cuts and actually advised 
the OPEC oil ministers not to embark on these cuts. My rea- 
soning was based on four important factors: 

1 Any cuts to arrest the decline of the oil price would be 
interpreted as an unfriendly act towards the world par- 
ticularly at a time when the whole world is suffering from 
economic recession. OPEC members could withstand the 
decline in their oil revenue for a year without any effect on 
their economies having accumulated more than $1.3 tril- 
lion dollars in their Sovereign Wealth Funds from high oil 
prices between 2003 and 2008. 

2 Any production cuts at a time of global economic recession 
would hardly have any impact on the price as we have seen 
so far. The oil price has declined from $147/barrel in July 


2008 to $45/barrel. And despite cuts by OPEC to the tune 
of more than 3 million barrels a day (mbd), the price 
stands at this minute at $44/barrel. 

3 With these cuts, OPEC will eventually lose market share 
to non-OPEC producers and it will find it extremely hard 
to recoup its market share in the future. 

4 OPEC cuts would not have worked anyway since many of 
its members who were aggressively calling for drastic cuts 
such as Iran and Venezuela have not implemented the 
cuts in their production quotas. 

Why is OPEC pursuing a high-price policy when the global economy is 

experiencing an acute recessional trend? Can this be counterproductive? 


Their objective is to slowdown the decline in their oil-export 
revenues. In general, oil revenue accounts for 85% of their 
income. Certainly, their attempts to arrest the steep fall of 
the oil price is counterproductive at a time of global recession. 
Low oil and energy prices can help accelerate the recovery in the 
global economy thus leading to growing demand for oil and 
eventually higher oil prices for the producers. 


The OPEC countries need a certain price band for their oil to maintain 
their budgetary requirements. What are the options present before 
OPEC to achieve this other than production cuts? 

The price band and the budgetary requirements differ from 
one member of OPEC to another. For instance, Saudi 
Arabia, Kuwait, UAE and Qatar can satisfy their budgetary 
needs by an average price of $50-$60/barrel. Iran and Ven- 
ezuela, on the other hand, need a price of $90/barrel and 
above. As a matter of fact, Iran and Venezuela are the most 
affected by the steep decline of the oil price. Looking it in a 
different way, if we look at the available assets under man- 
agement by the Gulf oil producers and Venezuela we find that 


above $50 is enough to provide a budget 
surplus and they de not want to impose 
further burden on the global economy by 
pushing prices too high. Then there are 
the members with huge populations, 
like Venezuele, Iran, Oman, Bahrain 
and Algeria that want higher price for 
oil to maintain their spending spree on 
socio-economic programs to avoid incur- 
ring deficits. 

Oil experts firmly believe that 
OPEC's efforts to prop up oil prices are 
counterproductive to its own interests. 
The cartel has become a mere spectator 
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in the face of global economic forces that 
are much stronger than it. Leo Drollas, 
Deputy Director, Centre for Global En- 
ergy Studies, London, says, "OPEC is 
climbing up an escalator the wrong way 
with these attempts to cut output to 
shore up prices. Even if it makes more 
substantial cuts in future, it will be 
counter-productive as it would just di- 
minish demand." Indeed, the falling 
consumer confidence in the US clearly 
suggests that OPEC has to be cautious 
with its decisions. With US consumer 
confidence witnessing new lows each 


passing month the newly elected US 
administration is initiating a more ag- 
gressive green energy agenda to reduce 
dependency on hydrocarbon fuel. If it 
succeeds, demand will remain un- 
changed at the current level till 2030. 


Losing control? 
Many doubts are beginning to rise 
about the ability of OPEC to exercise its 


‘ 
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control over the oil markets. In the past ` 


OPEC failed to stop oil prices from 
surging to record levels even when it in- 
creased output. And now, it seems 
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UAE has assets estimated between $250 billion and $875 
billion in its Sovereign Wealth Fund, Saudi Arabia ($289 
billion), Kuwait ($213 billion), Libya ($50 billion) and Qatar 
($30-50 billion). On the other hand, Iran only has $9 billion 
and Venezuela $0.8 billion. 


It has been observed several times in the past that there is a lack of 
unity among the members of the OPEC with respect to the production 
cuts. Do you think OPEC's reputation as a cartel to control oil prices is 
taken a hit? 

OPEC's reputation as a cartel has indeed taken a hit particu- 
larly in view of its inability lately to control the steep rise in 
the oil price and recently the steep decline in the price. In both 
cases, OPEC has become a bystander with no influence on the 
oil price. OPEC has always had hawks and doves. Iran and 
Venezuela are the hawks favoring huge production cuts to 
bolster the price but hardly implementing agreed cuts. Saudi 
Arabia, UAE, Kuwait and Qatar are the doves. They nor- 
mally factor in their political affiliations and relations with 
the United States (the biggest oil consumer in the world) be- 
fore deciding on production cuts and deciding on oil prices. The 
lack of unity among OPEC members has always been a fixture 
of the cartel. It manifests itself more prominently when the 


to the global economic recession and the world banking 
crisis. OPEC was not also responsible for the steep rise in 
the oil prices during 2003-2008. This was principally due 
to the Iraq war and the Bush administration's policy to let 
the US dollar slide by more than 25%-40% against major 
currencies. The Iraq war accounted for 65% of the rise in 
the oil price between 2003 and 2008. If not for the Iraq 
war, the price of oil would have never reached $147/barrel 
and would have settled down at $40-$50/barrel even with 
growing demand from China and India. 

What are the consequences of OPEC's failure to arrest oil price rise? 
How deep the oil price can stoop? 

In twelve months from now, we could see some growth in the 
global economy. This will be reflected in higher global de- 
mand for oil and higher oil prices. Within two years, I project 
that the oil price could exceed the previous level it reached in 
July 2008, namely $147/barrel. The consequences for OPEC 
are that the world knows now that it no longer has any sway 
with the oil price. But the worst consequences for it are the 
significant decline in the oil revenue of its members and the 
economic and social impact of this on countries like Iran and 
Venezuela. 


price of oil is low. 


To what extent OPEC is responsible for the oil price plunge? 
The collapse in the oil prices was, fairly and squarely, due 


equally incapable of preventing prices 
from collapsing by meddling with pro- 
duction. Strengthening US dollar and 
slackening oil demand due to the 
gloomy global economic outlook are con- 
tributing to the steep fall of crude 
prices. Other aspects like speculations 
and the strategic reserve of industrial 
countries are also causing oil price fluc- 
tuations. OPEC has no direct control 
over these factors, even though it con- 
trols almost 40% of the world's crude oil 
market. The price and supply of oil is 
also influenced by other big non-OPEC 
producers such as Russia, Brazil, 
Mexico and Norway. 

Russia would like to have extensive 
cooperation from OPEC, as synchroniz- 
ing its actions with OPEC allows it to 
use its oil reserves more efficiently as a 
geopolitical lever. With 12 of its 14 big- 
gest oilfields passing the peak of their 
oil production, Russia is taking greater 
control of its remaining energy reserves. 
It also wants to assert itself as the ma- 
jor contender for the perceived US su- 
premacy. Brazil, on the other hand, 
which has high expectations on its lat- 


est discovery of offshore oil fields, wants 
to increase oil production and seek new 
markets. In addition, Brazil has exten- 
sive trading ties with the West and with 
the US in particular. Hence, it has 
turned down the request of OPEC to join 
the cartel, as the last thing it needs is 
curbs on its production. If the emerging 
non OPEC oil producers such as Brazil 
continue to ignore to work in tandem 
with OPEC, it's importance will decline 
in the years to come and may lose its 
remaining ability to influence prices by 
curtailing supplies. 


Outlook 

It has become more evident that OPEC 
has lost its ability to control oil prices. 
Besides, adhering to production quotas 
by members is very hard, since some of 
them have prepared their 2009 budgets 
at higher oil prices. With the global oil 
demand set to shrivel further and in- 
ventories continuing to soar, OPEC 
members will have to show greater dis- 
cipline. Before trying to invite non- 
OPEC members such as Russia and 
Brazil in its output restraint regimen, 


*Director/International Oil Economist/ 
World Bank Consultant 
UNIDO Technical Expert, Surrey, UK 


OPEC certainly needs to put its own 
house in order first. According to the 
US based Energy Information Agency 
(EIA), at 2.1% per year growth rate, the 
use of alternative energy is set to out- 
strip crude oil and natural gas whose 
annual growth is 1.2% only. Wind 
power, solar energy, hydroelectricity 
will emerge as the fastest growing re- 
newable forms of new global energy 
over the next two decades. This clearly 
indicates that OPEC's main source of 
income will become less prominent in 
the energy equation. The popularity of 
alternative energy across the world in 
particular Western countries is cer- 
tainly a wake up call to the oil cartel. 
Going ahead, it is necessary to have a 
strategy, not based on reducing produc- 
tion, which had lost its effectiveness a 
long time ago. The big challenge before 
OPEC is to behave responsibly by 
keeping the oil market well-supplied, 
considering the health of the global 
economy. s 


- N Janardhan Rao and PS Sarath Chandra 
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Towards Better Transparency 
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Wall Street’s current system of ‘asymmetric compensation’ needs to 
change, as it is not only less transparent and less shareholder-friendly but 


also self-defeating. 





one are the days when execu- 

tives would enjoy bountiful 

compensation packages and 
indulge in worldly pleasures without 
bothering about the fate of their com- 
panies’ earnings. As the policy mak- 
ers are busy finding solutions to the 
ongoing financial turmoil, the com- 
pensation issue has come to the lime- 
light once again. Pay pressure boils 
over, especially with Citigroup’s re- 
cent efforts to go ahead with the pur- 
chase of a corporate jet for $50 mn 
and former Merrill Lynch CEO, 
Thain’s $1.2 mn redo of office. There 
is a widespread belief that the cur- 
rent financial fire was ignited by the 
greedy compensation packages being 
handed out at the investment banks 
and financial services firms. Even 
those corporates, once considered the 
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symbols of Wall Street, have signaled 
the end of exorbitant compensation 
practices. The US government’s bail- 
out package, coupled with unrelent- 
ing pressure from shareholders, is 
forcing corporate boards to make 
their disproportionate executive com- 
pensation programs more share- 
holder-friendly. 

Wall Street’s greed was once 
again highlighted when it was re- 
vealed that the bonus package for top 
executives for the year 2008 was the 
sixth largest in US corporate history. 
Despite the astonishing corporate 
losses, executives of Wall Street 
bagged an estimated $18.4 bn in bo- 
nuses last year. In return, sharehold- 
ers bore the bulk of the losses as the 
markets went from boom to bust. Ac- 
cording to the estimates of Economic 


Policy Institute, a US-based research 
organization, the difference between 
the pay of top executives of large cor- 
porations and average workers in the 
US rose 275 times more in 2007, 
compared to the late 1970s when the 
difference was only 35 times. Now, 
top executives, who enjoyed million- 
dollar bonus checks and golden para-# 
chutes every year, have to brace up for 
a much lesser package this time 
around. With calls for pay reforms 
mounting, the US government is 
framing new rules to limit exorbitant 
pay packages. 


Trimming pay packages 

Institutional investors in the past 
tended to ignore the large increases 
in executive compensation as share 
prices were increasing. But they are 
now outraged as they receive tax- 
payer bailouts for their troubled com- 
panies. As a result, members of 
board nominations and compensa- 
tion committees are keen to evade 
negative personal exposure. Execu- 
tive compensation research firm, 
Equilar’s latest database shows that 
at least 40 companies have filed 
documents with the Securities Ex- 
change Commission (SEC) in the last 
six months to trim the salaries of 
their senior executives. Twenty-six of 
them did so during the last two 
months of 2008 alone. Shipping giant 
FedEx hogged the headlines recently 
when it tried to pare the expenses 
and cut the salary of its founder and 
CEO, Frederick Smith by 20%, and 
other senior officers up to 10%. Other 
companies like Motorola, Gannett, 
Gymboree, JetBlue Airways and 
KLA-Tencor all have made efforts to` 
shrink the salaries of their top brass. 
Credit Suisse is offering a percentage 
of compensation in illiquid assets, in- 


| “To Finanrigi ee | 











Where there is a dream there is a way 


A? hel 
Sah, ` 
= tn 
shed l 


»f LAK KY a 





Channel Finance Schemes for smooth functioning of business. 
Presenting Union Procure for financing of receivables through bill discounting and 
Union Supply for financing purchases of dealers through buyers bills discounting. 
Avail Rs. 25 lacs to Rs. 5 crores. 


Union Bank 
of India 
www.unionbankofindia.co.in | Toll free: 1800 22 2244 Good people to bank with 


$ 
: 
8 


Business Environment 





| NTE RVI EW = Ed Van Wesep’ m Valerie Demont” 


“Fixing executive compensation has become one of the steps necessary to restore 


confidence in the markets.” 


Executive compensation has of late gathered momentum globally. What 
are the reasons behind it? 

Ed Van Wesep: The problem of income inequality, especially 
in the US, has been growing for three decades. During periods 
such as the late 1990s, when workers experienced wage in- 
creases and improvements in living standards, income in- 
equality was largely ignored; but as their wages have stag- 
nated for the last eight years the middle class has increas- 
ingly felt left out. The problem of executive compensation is 
more a problem of income inequality in general than a prob- 
lem of executive compensation in particular. 

Valerie Demont: Executive compensation has become a 
‘lightning rod’ in the US and a cause for public outrage in the 
context of the economic woes of the country. The perception 
that, rightly or wrongly, executives involved in industries that 
are either at the root of, or involved in, the current economic 
crisis would receive and continue to receive multimillion dol- 
lar payments as bonuses, perks or ether forms of compensa- 
tion, is shocking to many Americans who are losing their jobs, 
retirement, or houses at an increasing rate. The recent disclo- 
sure that about $18 bn of bonus payments were handed out by 
Wall Street for 2008 has outraged many, even to the point 
where President Obama himself has declared those to be “the 
height of irresponsibility” and “shameful”. Little notice is 
paid to the faet that those bonus amounts constitute a 44% 
decrease compared to the previous year. 

However, the large amounts involved are shocking to most 
in the current economic environment. Part of the outrage re- 
sults from the fact that incentive cempensation does not ap- 
pear to foster accountability of executives for failure or exces- 
sive risk-taking. For example, most executive compensation 
models will provide for generous compensation in good years 
(irrespective of the risks taken by executives in those years), 
but will not penalize an executive for failures in the following 
years, even though such failures may have been the direct 
result of aggressive risk-taking in the previous years. The pre- 
vailing perception that executive compensation models have 
promoted short-term gains over long-term growth have not 
been sufficiently tailored to account for the risks undertaken 
by the executives and have failed to foster long-term economic 
gains for companies, their shareholders and employees. 
ls the bailout package (announced by the US) a template for future execu- 
tive compensation regulation? 

Ed Van Wesep: Putting explicit limits on executive compensa- 
tion levels will not succeed in significantly reducing compensa- 
tion in the long run, and may have significant adverse effects. 
Executives may not work in firms where they are most produc- 
tive, may not take actions in shareholders’ interests, and may 
devise schemes to receive pay outside the scope regulated by 





the government. Except in extraordinary circumstances such 
as we are currently experiencing, caps on pay will not work in 

the US. 

Valerie Demont: The Emergency Economic Stabilization Act 
of 2008 (EESA), which implemented the Troubled Asset Relief 
Program (TARP), imposed certain restrictions on the compen- 

sation of the top five most highly compensated executive offic- 

ers of companies that received TARP funding. While those re- 

strictions have been the subject of much debate, they remain 

fairly limited in scope and reach and do not constitute a fix to 

the problem. However, they convey the signal that executive 

compensation is a serious issue that needs to be dealt with and 

that companies ought to take a look at and fix their executive 

compensation models going forward. They are likely to be fol- 

lowed by similar and additional restrictions in future bailout 

packages or regulations expected to be issued as a result of the 

crisis. In addition, because of the public and shareholder sup- 

port for curbs on executive compensation, it is expected that 

compensation restrictions will be implemented across the 

board and not just in industries that are the subject of the 

bailout. So while those measures do not constitute a template 

for future executive compensation regulation, they are a clear 

signal to companies that they need to review and amend their 

own compensation models in order to align, as best as pos- 

sible, executive compensation with long-term growth and 

shareholder value. They should also strike the right balance 

between attracting and retaining the best talent, rewarding 

good performance, and at the same time penalizing poor per- 

formance and not encouraging excessive risk-taking. 

Do you think paying exorbitant compensation to CEOs is justifiable at a 

time when almost all companies are succumbing to global economic 

downturn? 

Ed Van Wesep: So long as the pay package is in the sharehold- 
ers’ best interests, high pay is justifiable. 

Valerie Demont: A good CEO is worth his/her weight in gold, 

particularly in troubled times. However, CEOs are susceptible 

to failure, and their compensation should not, because it is 

improperly structured, stir them to take one action as opposed 

to another because this action would have a better result on 
their compensation. Similarly, failure and aggressive risk-tak- 

ing should come at a price. At the same time, while there may 

sometimes be good economic justification for high compensa- 

tion, in the current economic environment, where executive 

compensation has become so mediatized, boards and compen- 
sation committees ought to take into consideration share- | 
holder and public perception in making executive compensa- 
tion decisions and reassess them on a regular basis so as to 
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avoid or mitigate the kind of media and shareholder backlash 
that we have seen in recent times. 
¿Do you agree that such moves are a leadership 
gesture and a cost-cutting measure and can shore up goodwill among 
employees who are worried about layoffs? 
Ed Van Wesep: Executives will likely be more effective leaders 
if they share the pain endured by employees. Voluntary pay cuts 
in the executive ranks can significantly improve corporate perfor- 
mance and, in the long run, when coupled with performance in- 
centives, actually increase executive pay. They are, therefore, po- 
tentially in the interest of the executives bearing the cuts. 
Valerie Demont: Toning at the top is a key measure to corpo- 
rate and economic success, be it in good times or bad times. 
When a CEO agrees to forgo all or certain portions of his/her 
compensation during difficult times for the company, it un- 
doubtedly sends a signal to the entire organization that the CEO 
ki is prepared to share the pain. These moves, however, tend to be 
more symbolic than anything else, as they generally do not sig- 
nificantly alter the bottom line of the company and are usually 
made by CEOs who can usually ‘afford’ it. A more effective way to 
shore up the loyalty of employees and confidence in manage- 
ment and the business is generally to avoid mass layoffs. 
Without generalizing, mass economic layoffs are often 
used as a simple and expeditious way to reduce costs quickly 
where labor laws are not unduly restrictive. They come, how- 
ever, at a price which is often difficult to measure—restructur- 
ing and reorganization costs associated with the layoffs, cost of 
management time and distraction to deal with the layoffs as 
opposed to growing the business, cost of low employee morale, 
cost of employee distraction as employees look at alternatives 
as opposed to focusing on their jobs, cost of customer and sup- 
plier confidence in the viability of the business, etc. In addition, 
one of the more fundamental costs of the current wave of mass 
layoffs is to spread the crisis further to all shores of the economy 
with people restricting their consumption across the board as a 
result of job losses or worries of impending job losses. This, in 
turn, is exacerbating the current economic crisis and further 
eroding consumer confidence. So mass layoffs in the current en- 
vironment are proving to be even more damaging to the economy 
and the companies than in ordinary circumstances. 
How far is excessive executive pay responsible for the failures of the 
companies? 
Ed Van Wesep: Executive pay is not, for the most part, respon- 
sible for corporate failures. When pay does bear some responsi- 
bility, it is not the level of the pay, but the focus on short run 
performance that harms companies. 
Valerie Demont: The crisis was initially started by excessive 
risk-taking and lax lending practices in the mortgage area as 
well as deregulation and lax regulatory oversight. Some of 
those practices were initiated by government mandate to en- 
* courage the American dream and access to home ownership. So 
while excessive executive pay was to some extent a factor that 
contributed to some of the excesses, I do not believe that they 
are at the root of the issue. Rather, as mentioned above, they 


are the ‘lightning rod’ for public discontent today. 

Critics argue that cutting a portion of the smallest part of the pay package 
does not bring in the desired effect. Please comment. 

Ed Van Wesep: Assuming that the complaint is that the cash 
component of pay is what is being cut and that this is only a 
fraction of the total compensation, if the desired effect is a 
reduction in total compensation, the critics are right; but there 
may well be a positive effect on worker morale and, therefore, 
worker productivity. 

Valerie Demont: I agree. As I mentioned previously, these 
moves tend to be mostly symbolic and do not make a significant 
contribution to the bottom line. 

The boards are walking a tightrope between trying to retain and motivate 
talented executives and shareholder oversight responsibilities. In the light 
of this situation, will there be further room to trim executive pay? 
Valerie Demont: Fixing the executive compensation model is 
a necessary step towards rebuilding confidence in the economy 
and the business model. Today every public company should be 
reassessing their compensation model in light of what recent 
history has taught us and attempt to strike the right balance 
between attracting and retaining the best talent, rewarding good 
performance, and at the same time penalizing poor performance 
and not encouraging excessive risk-taking. The world has 
changed dramatically, and senior management and boards 
have generally realized that. In the current environment, no 
company can afford not to be doing anything in the area of ex- 
ecutive compensation and to let the old models stand. So while 
the rope is tight, there is plenty of room for innovation in this 
area. Certain companies have already announced very interest- 
ing initiatives in this area, for example, Credit Suisse’s recent 
decision to include some of the ‘toxic’ assets as part of the com- 
pensation of their senior managers. Similarly, I expect 
clawback mechanisms, whereby incentive payments can be re- 
captured for bad performance in future years, to become more 
prevalent in the future. Shareholders and regulators will be 
paying very close attention to these, as they look at compensa- 
tion and evaluate the performance of a company going forward. 
Any other comments? 

Ed Van Wesep: The important point is that trimming executive 
pay is not the real goal: we want to reduce income inequality of all 
types, by increasing the income of the poor, and, if necessary, reduc- 
ing the income of the rich. Given that CEOs of private companies 
earn just as much as CEOs of public companies, there is no good 
evidence that CEOs in general are paid ‘too much’ from the perspec- 
tive of shareholders. They are, however, paid ‘too much’ from the 
perspective of society. The solution is not direct regulations on CEO 
pay, but instead a more progressive tax code. Those with high in- 
comes should pay significantly higher taxes and those in the 
middle class should pay significantly less. It is most efficient to use 
the tax code to reduce income inequality rather than to focus on 
specific rules, which will be evaded (at best) and cause large distor- 
tions in behavior (at worst), to solve the problem. 


*Economist, University of Nort.h Carolina, US 
** Partner, Baker & McKenzie LLP, US 
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cluding mortgage-backed securi- 
ties—the same toxie assets that were 
responsible for the financial crisis. 

HR experts agree that moves to 
irim bonuses can shore up gocdwill 
among employees at a time when a 
vast array of companies have already 
laid off workers. And, cutting an 
executive’s remuneration is as mach 
a leadership gesture as a cost-cutting 
move. However, there is a widespread 
belief that it is just an act of wmcow 
dressing. In reality. the moves te trim 
liberal bonuses are not going to make 
a big difference to the corpulent com- 
pensation packages, as they are in 
the range of 10 to 25% only. 


Changing pay dynamics 
Compensation policies that were de- 
signed during the times of sustamed 
economic growth are losing their rel- 
evance amidst economic slowdown. 
After putting a cap on the tax deduct- 
ibility of executive salaries to $1 mn 
in 1993, most of the companies hcped 
that offering a portion of the compen- 
sation in stock price through options 
and bonuses would bring in a balance 
between executive compensation and 
performance. The US Treasury de- 
partment first imposed regulations in 
October 200& on executive compensa- 
tion and put tax-deduction limits on 
all companies getting bailout funds. 
The Treasury's regulations instructed 
companies te reveal more information 
to the SEC, but it failed to issue guide- 
lines as te how to enforce the rules. 
The lawmakers have now included a 
mechanism in the latest $700 bn fi- 
nancial bailout package for reviewing 
unrealisticaily large executive com- 
pensation packages and to penalize 
firms that break the rules. The new 
compensation guidelines aim to clip 
the wings of CEOs of the bankrupt 
companies and deny them the golden 
parachutes they used in the past. 

As per the latest proxy-votimg pro- 
posals, firms and their directers will 
be urged not to permit tax gross-ups 
on large payments. They alse cirect 
firms to avoid fringe benefits, such as 
providing cerporate jets for personal 
use, security systems and car allow- 
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ances. However, the US government 
made an amendment to the provision 
and mentioned that the penalty 
would apply only to companies that 
got funds by selling troubled assets 
to the government in auctions. Legal 
experts feel this amendment has ef- 
fectively nullified the only enforce- 
ment mechanism in the law dealing 
with bountiful pay packages. Mean- 
while, congressional leaders are wor- 
ried that the Treasury may not im- 
pose financial penalties that can fur- 
ther weaken firms and send the 
economy deep into a tailspin. 


Will they retain talent? 

Stephen Green, Chairman of HSBC 
Holdings Ple, says: “We won't arrive 
at a situation where there are no bo- 
nuses.” He further adds, “There are 
always parts of companies that are 
profitable, and if somebody’s been 
working in a profitable business in a 
market where bonuses are a normal 
part of compensation, it’s difficult 
sometimes to say you won't have any 
bonuses in that business.” Critics ar- 
gue that pay cuts will drain the moti- 
vation to work hard and innovate, 
and ultimately the global economy. 
They fear that unparalleled external 
scrutiny of pay packages is likely to 
sensitize executive compensation 
and result in culling of talent. The 
corporate boards are already walking 
a tightrope between retaining and 
motivating top executives and fulfill- 
ing shareholder oversight responsi- 
bilities. With perks disappearing 
and bonuses being downsized, corpo- 
rate boards will be in grave trouble, 
as there is a chance of their execu- 
tives being scooped up by competi- 
tors. Therefore, there is a need to 
align executive compensation to 
shareholder value for attracting and 
retaining employees in the face of the 
global financial turmoil. 


Say on pay 

Attempts have already been initi- 
ated to find ways to rein in executive 
compensation. The latest bailout 
fund, branded the Troubled Asset Re- 
lief Program (TARP), will be the 


main instrument for wielding such 
control. The bailout fund may re- , 
strain top executives from taking 
risky decisions. TARP requires com- 
panies that are receiving money to 
disclose how they are abiding by the 
restrictions on executive compensa- 
tion. Like UK, the US Treasury 
should grant public shareholders the 
right to exercise their power to give an 
advisory vote on executive compensa- 
tion and also align shareholder inter- 
ests with management interests. 
Intel, the leading global computer- 
chip maker, moved in that direction 
to give shareholders a non-binding 
‘say on pay’ vote on its executive-pay 
policies. Hewlett-Packard and Occi- ~ 
dental Petroleum also recently sur- 
prised activist shareholders by de- 
claring that they were voluntarily 
moving towards annual shareholder 
votes on compensation. 


Outlook 


In spite of the reforms in the past, ex- 
ecutive pay is less transparent and 
less aligned with shareholder inter- 
ests than in the past. The new rules by 
Obama’s administration are expected 
to impose a cap of $500,000 for top ex- 
ecutives at companies that receive 
large amounts of bailout money. The 
new law also prohibits executives 
from receiving any bonuses above 
their base pay, except for normal stock 
dividends. Lawrence H Summers, Di- 
rector, Obama’s National Economic 
Council, suggested that the new pay 
restrictions would apply to all compa- 
nies that get Federal help. From now 
on, as told by Summers, “executive 
compensation above a specified 
threshold amount be paid in re- 
stricted stock or a similar form that 
cannot be liquidated or sold until the 
government has been repaid.” How- 
ever, to face economic slowdown, com- 
panies require exceptionally talented 
executives. If executive bonuses be- 
come increasingly unsustainable, how 
companies can motivate, attract and 
retain top talent in the future remains 
equally unclear. 
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Despite the massive infusion of public money into the coffers of troubled Wall Street giants, the 
banking industry is yet to show interest in lending. It is no surprise that the credit crunch continues 
to escalate and economic conditions keep going out of control. Now a new ray of hope emerges in 
the wake of the Obama administration’s revamped financial rescue plan. 








he US government announced 

another bailout package on Feb- 

ruary 10, 2009 to cleanse the so- 
called ‘toxic’ assets from bank books 
and support new lending through an ex- 
panded Federal Reserve program. The 
latest $500 bn-$1 tn bad bank concept 
is supposed to be financed jointly by the 
government and the private sector. It 
will also pump as much as $2 tn into the 
troubled financial system in a three- 
pronged strategy to fend off financial 
collapses and revive credit markets. 
While announcing the details of the 
plan, US Treasury Secretary, Geithner 
warned, “This strategy will cost money, 
it will involve risk and it will take time. 
But as costly as this effort may be, we 
know that the cost of a complete col- 
lapse of our financial system would be 
incalculable for families and for busi- 
nesses and for our nation.” Under the 
now revamped TARP program, the 
Treasury would continue to inject capi- 
tal into banks. In the meantime, the 
government will purchase preferred 
shares that could later be converted 
into common equity. 

The massive bailout packages 
brought out by the US government are 
certainly a big hope for the major banks 
and the troubled Wall Street giants. 
This move intends to reinstate confi- 
dence by moving the most troubled as- 
sets off the balance sheets of banks and 
into TARP. 

Henry Paulson, former US treasury 
secretary, expressed hope that the 
package would make real progress to- 
wards achieving financial stability. By 
taking away the uncertainty about 
looming mortgage-related losses, the 
plan will pave the way for the financial 
institutions to keep lending and get new 
infusions of private capital. Indeed, 
bailouts are very much crucial at a time 
when the size of the problem is growing 
faster than the banks’ capacity to 
handle it. 

With capital injections and sweep- 
ing guarantees for depositors and credi- 
tors, the government has assured that 
important lenders will continue to get 
capital flows. So far, the US Treasury 
has disbursed around $295 bn of $700- 
bn to shore up the banking system and 
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faltering US automakers. The govern- 
ment intends to buy the bad assets of 
banks and revive the lending process. 
But the banks are hoarding the money 
instead of ramping up lending. Accord- 
ing to the Federal Reserve data, the 
cash holdings of banks have nearly 
tripled to just over $1 tn in the third 
quarter of 2008, but they claim that 
they do not have the capital cushion to 
bear the risk of making fresh loans. 


Will bailouts work? 


However, critics are of the view that the 
bailout does not address the core prob- 
lem. It only deals with the difficulties of 
the financial institutions that hold the 
troubled assets. Under the bailout 
plan, the troubled assets move from the 
bank books to the treasury department. 
The fundamental problem is the ongo- 
ing reduction of mortgage and home val- 
ues. The crisis originated at the home- 
owner level. Homeowners are default- 
ing on mortgages. Moving the financial 
instruments on to the Treasury books 
does not prevent the mounting default 
rate. 

Even after Warren Buffett tried to 
infuse a sense of hope into the roiled fi- 
nancial markets by purchasing a stake 
in Goldman Sachs, doubts continue to 
circulate about the efficacy of the bail- 
out plan. So far it has failed to restore 
the flow of lending as per the expecta- 
tions. The damage has spread across 
the vital parts of the financial system, 
as bank stocks plunged, jobs wiped out 
and loans to consumers and corporates 
spiked to record levels. Another criti- 
cism is that the US administration has 
not done much to boost bank lending. 

The bailout package has attached a 
limited set of restrictions on dividend 
increases, share repurchasing and 
managerial compensation. In spite of 
these restrictions, there is no way to 
measure whether taxpayer money is 
being used to boost lending, and at the 
same time there is no obligation to 
make new loans. Banks are supposed to 
use the Treasury money to extend loans 
to consumers and businesses. Instead, 
they are hoarding capital out of fear to 
maintain the federal capital standards. 
In addition, the banks poured out 
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“Governments’ interventions, guarantees, and fiscal and monetary policies are cer- 





tainly helping to restore hope and trust in the banking and financial markets.” 


How do you view the US Government's financial bailout initiatives to 
keep the failing banks and financial institutions from dragging the 
economy down with them? 

As I have clearly indicated in my SMC working paper—*Mi- 
raculous Financial Engineering or Toxic Finance?”—on the 
genesis of the US subprime mortgage loan crisis and its conse- 
quences on the global financial markets and real economy, my 
overall impression is that the dramatic global financial crisis 
triggered by the subprime mortgage loan defaults could have 
been addressed and managed earlier and better by many of 
the stakeholders involved in the process, given the available 
reports, information and early warning indicators they cer- 
tainly had in their hands. Pragmatically, I understand the 
urgency and the need for the US Government's financial bail- 
outs initiatives, nevertheless I also think that these interven- 
tions may not be sufficient to immediately shore up the situa- 
tion (recessionary trends) and restore trust in the markets. 
Critics say that Paulson’s bailout has been poorly designed and even 
more poorly executed. In what way can Obama's team act differently? 
From what has been currently announced by the media of 
President Obama’s plans, overall I believe that new and im- 
proved policies might be designed and executed in the US 
market to foster economic growth and come out of the crisis. 
The concern is more on the timeline of the expected benefits of 
the new policies and the potential additional costs. 


Government officials everseeing the $700 bn bailout have acknowl- 
adged difficulties in tracking the money and assessing the program's 


effectiveness. Please comment? 

There is a general impression that since the beginning there 
has been a sort of urgent and strong reaction to overcome the 
financial crisis and to restore trust and stability in the mar- 
kets—in other words, to come out of the ‘panic phase’; probably 
in that phase tracking of money might not have been perfect. 
Today, I believe things are probably changing due also to the 
increased public awareness of how public money is being used. 


Do you think the US government’s new bailout proposal helped in con- 
trolling fresh fears about the health of the American financial system? 
Partially, yes. The timeline and effectiveness of the recovery is 
the real concern. 


Many banks that have received bailout money so far are reluctant to 
lend, fearing that if new loans go bad and the economy deteriorates 
further, they will be in worse shape. Please elucidate. 

My impression is that credit crunch today might be related 
mainly to the adverse economic conditions which are affecting 
the real economy (i.e., recessionary trends, negative GNP, in- 
creasing company and individual bankruptcy rates, unem- 
ployment issues, increased number of companies and indi- 
viduals with poor credit standing and so on). 

Any other comment? 

I am very hopeful and trusting that President Obama and his team 
will be able to drive the US and global economy out of this dramatic 
crisis soon in close partnership with other global leaders. 


*Professor and International Advisor, 
Swiss Management Center, Switzerland 


money in the form of executive bonuses 
and shareholder dividends. 

The other fundamental problem 
here is the assessment of the value of 
assets. There is a big hole in the banks’ 
balance sheets. Geithner admittedly 
said, “I know there are serious concerns 
about transparency and accountability, 
confusion about the goals of the pro- 
gram, and deep skepticism about 
whether we are using the taxpayers’ 
money wisely.” 


Revamped TARP 

Under the new plan, banks have to sign 
up to a $500,000 cap on executive sala- 
ries, restrictions on dividend payments 
and requirements te meet lending tar- 
gets. Henceforth banks would not be al- 
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lowed to buy up other banks by using the 
bailout money, which occurred under the 
first bailout plan. The key idea behind 
the new plan is to restore confidence in 
Wall Street giants so that interbank 
lending resumes. There are so many spe- 
cific areas, such as foreclosure mitiga- 
tion and executive compensation restric- 
tions, where the new bailout package 
may differ from that of Paulson. 

The government imposed stricter 
regulations on the Bank of America and 
Citigroup, which have received two cash 
infusions worth nearly $90 bn under the 
TARP plan. It also includes submission 
of executive bonuses for government ap- 
proval and keeping quarterly share- 
holder dividends at 1% for three years. 
Bank of America announced that it 


would create a lending initiative group 
of senior officers to evaluate the lending 
process each week and that more can be 
done while remaining cautious and ac- 
countable. 

Though the US government an- 
nounced measures to stimulate lending, 
fresh options are required to rescue 
troubled banks from the effects of their 
toxic assets. Another option being consid- 
ered is the so-called ‘bad bank’ concept 
that will buy up mortgage-backed securi- 
ties and other troubled assets from banks 
with a view to boost their capital levels. 
Critics say this involves immediate valu- 
ation of assets that trade at distressed ™ 
prices, which could leave taxpayers in a 
hole. Timothy Geithner insisted, “The 
Obama administration had learned 
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The Theory and Practice of Bailouts 
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“An analysis of financial bailouts leads one to conclude that financial bailouts are never justifiable on 
either economic or moral grounds. That is because they lead to misallocation of resources and violate 


property rights.” 


Utilitarian economic theory begins with the 
premise that an economic policy is good if the 
result is a positive-sum game, meaning that, on 
balance, there are more gains than losses. The 
problem with any kind of bailout is that the 
losses must necessarily exceed the gains. One 
does not need an econometric model to arrive at 
this conclusion. 


Perhaps, the best method for analyzing bail- 
outs is to employ the philosophical approach 
taken by Frédéric Bastiat (1801-1850) in his 
various publications, most notably his essay, 
“What Is Seen and What Is Not Seen” (1850). 
This neglected essay totally demolishes the 
Keynesian theory of the multiplier (Keynes, 
1936), a full generation before Keynes (1883- 
1946) was even born. What is really interesting 
from the perspective of the history of economic 
thought is that Keynes was aware of Bastiat and 
his theories, yet he persisted in advancing his 
multiplier theory, even though Bastiat had totally 
demolished the theory by 1850. 


Bastiat’s basic premise is that a good eco- 
nomic analysis requires one to examine the full 
effects that a policy has on all affected groups in 
both the long run and the short run. The various 
bailout suggestions that have been made all fail 
to do that. They all focus on the positive results 
that might occur if the bailout is successful, 
without examining the negative effects that are 
sure to ensue if the bailout plan is implemented. 


The main question they fail to ask is: “Where 
are the funds going to come from?” The focus 
of nearly all the bailout plans and arguments is 
on creating jobs, or protecting jobs, or increas- 
ing the Gross Domestic Product (GDP). They 
totally ignore any other variables that are affected 
by implementing the policy. 

If we include the source of funds in the 
utilitarian calculus, we quickly conclude that 
any bailout policy is bad because the losses 
exceed the gains. If trillion dollars are taken out 
of the more productive sectors of the economy 
and channeled into the less productive sectors, 


the result must necessarily be a negative-sum 


game. Taking trillion dollars out of the more pro- 
ductive sectors of the economy will cause 
those sectors to shrink more than the relatively 
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unproductive sectors (those receiving the bail- 
out funds) expand. 


An example 


For those who insist on a mathematical ex- 
ample, | submit the following: Let's say that 
prior to the bailout, the economy in question has 
a GDP of $10 tn. The average sector from which 
the funds needed to pay for the bailout has an 
annual rate of return of 5% and the sector in 
need of the bailout has an annual rate of return of 
1%. The actual rate of return is negative, since 
the sectors being bailed out are actually losing 
hundreds of billions of dollars; but let's assume 
a small positive return to keep the math simple. 
Let's say that $1 tn are taken out of the produc- 
tive sectors of the economy and pumped into 
the unproductive sector that is allegedly in need 
of a bailout. Here is the math: 


GDP before the bailout: 10,000,000,000,000 


Increase in GDP resulting from injecting 1 trillion 
into the relatively unproductive sector: 
1,000,000,000,000 x 1% 10,000,000,000 
Less: Decrease in GDP resulting from extracting 
1 trillion from the relatively productive sectors of 
the economy 


1,000,000,000,000 x 5%  (50,000,000,000) 
Deadweight (net) loss (40,000,000,000) 
GDP after bailout: 9,960,000,000,000 


The net effect of the bailout is to cause the 
economy to shrink by $40 bn a year. The differ- 
ence between the Keynesian approach and the 
Bastiat approach is that Keynes (1936) would 
ignore the trillion dollars that must first be ex- 
tracted from the relatively productive sectors of 
the economy, whereas Bastiat (1850) would 
not. Keynes would focus his attention on the 
sector receiving the injection of funds. 


If the bailout costs $1 tn and is expected to 
create four million jobs, which is the estimate 
according to some analysts, that works out to a 
cost of $250,000 for each job saved, this does 
not seem like a good investment. However, if 
one includes the job losses that result from ex- 
tracting the trillion dollars from the more produc- 
tive sectors of the economy, the net result is a 
massive job loss, not a job gain. What is seen are 


the job gains resulting from injecting a trillion 
dollars into the less productive sector of the 
economy. What is not seen are the job losses 
that must necessarily result from the extraction 
of a trillion dollars from the more productive sec- 
tors of the economy. 


Bailout or subsidy? 


Since any attempt at a bailout will result in a 
negative-sum game, the best policy is to do 
nothing. The sector that is in distress should be 
allowed to suffer the consequences of its past 
mistakes. It should not use the force of govern- 
ment to better its condition at the expense of the 
general public. It is a classic case of rent seek- 
ing, feathering one’s own nest at the expense of 
others. 


All bailouts are a form of subsidy. It is a 
basic law of economics that if you subsidize 
something you will get more of it. Economists 
label this phenomenon moral hazard. Creating 
the impression that the government is available 
to bailout failed companies or industries en- 
courages them to engage in risky behavior, 
such as making loans to customers who are not 
creditworthy. 


There is also the property rights issue. In 
order to pump money into the failed industry, it 
is first necessary to extract the funds from 
someone else. That someone else is either tax- 
payers or the general public, which includes 
both taxpayers and non-taxpayers. If the funds 
are not raised through taxes, they must be raised 
through either borrowing or inflation. Taxpayers 
are forced to pay the interest on that debt, and 
perhaps eventually the principal as well. Funding 
the bailout by creating money extracts the pur- 
chasing power from anyone who holds money. 
It is an inflation tax because value is sucked out 
of the pockets of anyone holding cash whether 
or not they are taxpayers. 


— Robert W McGee 


Professor of Accounting, 
Florida International University, 
USA 
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history's lesson. We are just not going to 
make that mistake. We are not going to 


-® do that. We'll keep at it until it is done, 


whatever it takes.” 

As the billions of dollars of toxic as- 
sets threaten the stability of the largest 
financial institutions, the specter of na- 
tionalization is looming large over the 
sector. If the government takes an even 
bigger role in the banking system, na- 
tionalization can pull out the banks 
from the slump temporarily and they 
can restart lending. At the same time, 
with share prices very low, new capital- 
raising is bound to be enormously 
dilutive. Hence, nationalization can 
wipe out shareholder money. 


Lessons to learn 
According to Goldman Sachs’ projec- 
tions, the US banks will record $3.6 tn 
in losses before the US financial sector 
recovers. US should learn lessons from 
countries such as Sweden, which 
handled their banking crises quickly 
and creatively in the early 1990s. As the 
US government intends to dole out tril- 
lions of dollars to revive the sagging for- 
tunes of its economy, several economists 
are urging countries to also learn lessons 
from Japan’s past experience. They say 
that even though infrastructure spend- 
ing helps revive a developed economy, 
areas such as education and social ser- 
vices deliver more bang for the buck. 
The size of Japan’s stimulus pack- 
age in the early 1990s suggests that the 
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Swedish Bank Bailouts: Lessons for the US 





Much like the US and the UK today, the house-price bubble burst had left the Swedish financial sector 
in dire straits in the early 1990s. In response, the Swedish goverment acted swiftly and injected capital 
into failing institutions. It didn’t offer to buy non-voting stock, or give loan guarantees, or make deals to 
limit bank losses, while their taxpayers took the hit. The government partially nationalized its banking 
system and successfully brought banks to the credit markets by directing the banks that accepted 
Capital injections. Thus, Swedish banks found a way to deal with their own troubled assets through 
private investment, rather than losing their stockholders’ rights in a public takeover. As a result, Sweden 
has emerged with a healthier financial sector that has withstood the shocks of the current global 
financial crisis relatively well. 

In the US, even after the Treasury's initial round of bailouts, much of the banking sector proved 
to be insolvent. Now the Obama administration is looking for a strategy similar to the Swedish model 
and is planning to create a ‘bad bank’ by acquiring toxic assets from the failed financial institutions. 
But one major problem with the US crisis is that assessing the toxic debts will be difficult as they 
contain mortgages packaged and repackaged into millions of securities that passed from one holder 
to another. Obama opines, “On the surface, Sweden looks like a good model, but drawing parallels 
had limits: Sweden’s banking sector is far smaller and the country’s culture embraces a greater 
economic role for government.” 

Lundgren, the then finance minister involved in the Swedish banks bailout, firmly believes that the 
Swedish model will definitely help revive the US banking system, despite the difference in the scale of the 
respective banking systems and the extent of the crisis. He describes, “The general principles are the 
same whether you have a big or small banking system. To come out of a crisis, we have to reinstate 
confidence among the banks. All involved must trust that the full scope of the problem has been 
disclosed and that there is a credible solution. That's what permeated our thinking in the 1990s.” 
According to him, transparency, political consensus and effective coordination between financial 


authorities are some of the key factors in the Swedish success. 


US needs to come up with a far more big- 
ger package to clean up the financial 
mess. Proponents of the Keynesian-style 
of spending suggest that instead of mak- 
ing one big push to crank up the economy, 
Japan stretched its expenditure over 
several years and consequently diluted 
the effects. That means a big push is the 
need of the hour. They further add that it 
makes more sense to cut taxes and allow 
people to choose how to spend money, 
than for the government to decide how to 
invest taxpayers’ funds. 


An end in sight? 

Since the government is following the 
bad bank solutions, the central ques- 
tion is: how does the government assist 
banks to get rid of their bad bets? There 
is no current market price for a number 
of these assets. If the government buys 
the assets for more than they are ulti- 
mately worth, taxpayers will take the 
hit. On the other hand, if the govern- 
ment pays too little, banks will have to 
record losses on other similar assets. 
The bad bank solutions may be effective 
under the global banking crisis if they 
are properly structured. 


Banks say that it will take time for 
the Treasury money to transform into 
consumer loans. However, the bailout 
program should focus on the origin of the 
problem—the defaulting home-owners. 
The bailout should cover defaulting 
homeowners and pay off the delinquent 
mortgages. Arresting the problem at its 
origin would restore the value of the 
mortgage-based derivatives and put an 
end to the crisis. The propping up of insti- 
tutions with more money requires a 
more comprehensive solution so as to 
limit the losses of the public money. 

Under the revised bailout guide- 
lines, the Treasury Secretary is impos- 
ing more stringent terms for further 
capital injections and would like to 
have a tougher stance on things like pay 
and perks than the previous govern- 
ment. Altogether, the US will be dish- 
ing out almost $3 tn to save the banking 
system and stimulate the economy. 
How far and how long the bailout pack- 
ages will revive the troubled Uncle 
Sam’s economy remains to be seen. = 


— N Janardhan Rao with inputs from Ch Srinivas 
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German Bank Bailout 


Running into Trouble? 





The German government's huge bank bailout package has so far not shown 
any fruitful results, and the country’s ailing banking sector is still fighting for 
survival. Can the so-called ‘bad bank’ approach solve the problem? 





en the German government 
unveiled a bank bailout pack 
age in 2008, it was conceived 
as a defensive umbrella for Germany's 
entire banking system. The package 
comprises €80 bn for capital injections, 
€20 bn for the purchase of so-called toxic 
assets, and some €400 bn in loan guar- 
antees to restore liquidity. Despite this, 
the banking system has been hit hard 
by the liquidity crisis over the past few 
months. Deutsche Bank, Germany’s 
biggest bank, reported a record fourth- 
quarter loss of €4.8 bn compared to last 
year’s profit of €953 mn. It is now buf- 
feted by the worst financial crisis since 
the Great Depression. 

Germany has one of the densest 
banking networks in the world, having 
about 2,500 banks. Amidst liquidity 
crisis, Germany’s biggest banks find 
themselves om the verge of collapse. 
Meanwhile, the government decided to 
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back off from its earlier case-by-case 
approach, particularly after it had been 
forced twice to rescue the ailing mort- 
gage lender Hypo Real Estate (HRE), 
Germany’s second largest mortgage 
lender. In the past, the government was 
of the opinion that a bailout package for 
the whole banking system was avoid- 
able. However, a dramatic deteriora- 
tion in interbank lending and a panic- 
selling on stock markets forced Peer 
Steinbrueck, Finance Minister, to come 
up with another plan that he called 
‘Plan B’. The German government fi- 
nally decided to opt for a sector-wide 
plan, realizing that the worst hit of the 
worsening financial crisis are not pri- 
vate banks like Deutsche Bank, but the 
Landesbanken, the regional lending 
powerhouses that are owned by the 16 
states of Germany. 

Under Plan B, German banks can 
obtain advantage of government guar- 


antees to secure liquidity and, if re- 
quired, get capital directly from the gov- 
ernment and dispose of risky securities. 
A financial market stabilization fund 
known as Soffin (Special Fund for Fi- 
nancial Market Stabilization) has been 
created to provide capital to banks. Ac- 
cordingly, the government becomes a 
shareholder in many banks and it can 
prevent a buyer of troubled banks by - 
simply clearing out the government’s 
money. So far, Soffin has approved gov- 
ernment guarantees for €90 bn in loans 
and has already received requests for at 
least another €100 bn in liquidity as- 
sistance. Even German carmaker 
Volkswagen is now lining up for money. 


Mounting concerns 
Through its initiatives, the government 
wants to reestablish trust among the 
banks so that they begin lending money 
to each other again. With the Soffin, it 
hopes that if the banks regain liquidity 
and can refinance themselves at any 
time, they will resume their normal role 
of injecting cash into the economy. But 
the system came to a standstill after 
the failure of the US investment bank 
Lehman Brothers. Nonetheless, criti- 
cism of Soffin’s work is mounting by the 
day. Its plan of buying toxic securities 
from banks has not worked satisfacto- 
rily. Critics say it is not clear as to what 
Soffin exactly wants to achieve; also it 
is regarded as rigid and bureaucratic. 
Moreover, government overseers, who 
give it little importance, are believed to 
be deeply divided amongst themselves. 
They are not even clear on the structure 
of the entire bailout package. Others 
say Soffin rules are too harsh and too 
lax because they do not force banks to 
seek the government’s protection. 
Government's recent measures to 
rescue the ailing banking system are 
yet to deliver fruitful results. Despite 
the bailout package, it is yet to 
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A INTERVIEW (en 


German Bank Bailout 





“Nationalization is an extreme instrument that should only be applied in extreme 


cases.” 


In spite of the recent bank bailout package, German banks are still fighting 
for survival. How do you see this? 

It is indeed true that Germany’s largest banks are still fighting 
for survival. Deutsche Bank will post a loss for 2008— for the 
first time since World War II. Commerzbank, Germany’s second 
largest bank, obtained €18 bn from Germany’s bailout fund 
Soffin, and the total government guarantees for Commerzbank, 
IKB, Hypo Real Estate and some Landbanks exceed €100 bn by 
now. Despite huge write-offs, some market observers still esti- 
mate the volume of toxic assets on German banks’ balance sheet 


4 to exceed €300 bn by far. 


Ll 


However, it is important to note that large private banks and 
Landbanks combined make up for less than 40% of total Ger- 
man domestic banking assets (€8,000 bn). A vast majority of 
banks—among them most savings banks and cooperative 
banks—are much less affected by the current turmoil. 

What, in your opinion, are the major causes behind it? 

The major reasons why some German banks have assumed such 
heavy concentrations of exposure to subprime-related 
securitizations are the same that also apply to most banks from 
other countries: low interest rates and low credit spreads coupled 
with perverse management incentives and complex, low trans- 
parency products. One reason specific to the German banking 
market, though, lies in the low profitability levels of banks over 
the last decade. Average ROE for German banks was below 5% 
between 1993 and 2004 versus more than 12% for US banks. 
Many German banks, and in particular Landbanks, were eager 
to invest in structured credit products in order to boost low earn- 
ings from their core businesses. 

What should be the role of the banks in dealing with the crisis? 

Those German banks that suffered from huge write-offs continue 
trying to deleverage in order to restore sound capital ratios and 


announce how banks are going to make 


tap the interbank market for liquidity. Most banks are overhaul- 
ing their risk management systems and incentive schemes, and 
many are shifting their focus from investment banking back to 
conventional lending and deposit taking business. However, this 
will fuel the already fierce competition in these markets so that 
profitability levels will likely remain low by international stan- 
dards. As a consequence, German banks need to rethink their 
business model. 

At the moment, I do not see further consolidation activity 
among private banks. Massive consolidation has already oc- 
curred last year with Deutsche Bank acquiring Postbank and 
Commerzbank aquiring Dresdner Bank. 

How could they provide sufficient credit to the companies? 

The most recent statistics from Germany’s central bank indicate 
that loan supply is still fairly robust in Germany. New loans to 
non-financial firms increased in November 2008, albeit at a 
lower rate than a year before. I expect banks to reinvest in rela- 
tionship banking in order to shield customer relationships from 
intensifying competition. Relationship banking should also 
work against credit rationing. 

Do you feel that Germany's banking sector rescue should be modified urgently 
if lasting damage to the economy is to be avoided? 

Nationalization is an extreme instrument that should only be 
applied in extreme cases. I am also skeptical with regard to the 
creation of one single ‘bad bank’ for the entire German banking 
industry. Challenges for pricing the assets and from ill-directed 
incentive effects would be huge. Given that today, Soffin is al- 
ready entitled to purchase toxic assets from banks, I do not see 
imminent need to fundamentally change the rescue approach. 


*Professor, House of Finance, Goethe University 
Frankfurt, Germany 


use of bailout funds. Banks are still 
struggling for survival, the money mar- 
ket is not functioning well, and taxpay- 
ers’ money is being wasted. The losses 
of the banks are rising even faster. For 
example, HRE is still the most trouble- 
some case. The bank’s spokesman, 
Hans Obermeier, has already stressed 
the urgency of the situation. Likewise, 
there are also other banks which are on 


” the verge of collapse. 


Partial nationalization 
The major reasons as to why the banks 
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are unwilling to accept government pro- 
tection are the strict conditions that the 
German government has attached to the 
huge bailout package. The conditions in- 
clude capping the maximum capital in- 
jection which each bank may get at €10 
bn. In addition, any bank that signs up 
will have to put up with the government 
having a say in how it does business, and 
will be needed to set ‘suitable’ salaries 
for its top managers. Executive salaries 
at banks will be capped at €500,000, 
even though exceptions are possible. 
Banks also have to scrap many bonus 
packages during the period of their in- 


debtedness to the state. The government 
is also planning to exercise influence over 
the business strategy of financial houses 
that have been hit by the crisis, which is 
likely to result in banks steering away 
from risky investments. For the capital 
injection, the German state is expected 
to take stakes in the banks as partial 
nationalization, similar to the plans an- 
nounced in Britain. 

At this juncture, banks are certainly 
apprehensive of government interven- 
tion in their business models and sala- 
ries. The fund set up by the government 
to guarantee bank debt has not led to 
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German Banks’ write-downs as a result of 
Financial Crisis, in Euro billion. 





any resumption of interbank lending. 
That is why the heads of Germany's 
largest commercial banks immediately 
reacted as soon as the package was un- 
veiled, stating that they would not im- 
mediately seek a portion of the funds 
under the current terms. 

On the other hand, the German gov- 
ernment is in favor ef buying up large 
segments of the domestic banking sec- 
tor. It is also emphasizing on the forma- 
tion of individual ‘bad banks’ that share 
the lenders’ risks with taxpayers, 
rather than establishing a centralized 
‘bad bank’ for the whole sector. A ‘bad 
bank’ is an institution that is used to 
free banks of their past mistakes so 
that they can start operating normally 
again. Berlin is planning to go for a com- 
plete takeover by expropriation, if 
needed. 

Bad banks could then be helped out 
by Soffin without the respective finan- 
cial institution being absolved of its re- 
sponsibilities. This approach makes 
sense for both the government and tax- 
payers. The government can expect that 
its investment will finally payoff: its de- 
posits are returned and it can resell its 
shares once the banking crisis comes to 
an end. This was the experience of Swe- 
den which was able to productively use 
this model in the early 1990s to fight its 
own credit crunch. Sweden even made 
money when upset assets were later 
sold. German government experts have 
certainly been inspired by the Swedish 
experiences when drawing up their own 
rescue plan. However, separating the 
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bad assets into a ‘bad bank’ has a liber- 
ating effect on the healthy part of the 
bank. 


Reality bites 

Experts are of the opinion that the bail- 
out package may help the banks only 
when it is further modified. The govern- 
ment must either drop the salary re- 
strictions or compel banks to take on 
government equity. If that does not hap- 
pen, the rescue program will fail. So far, 
only one private sector bank, 
Commerzbank, has accepted the gov- 
ernment offer from its proposed new 
rescue package. The state-run 
Landesbanken are about to accept the 
government money. 

Moreover, the banks are now follow- 
ing several new approaches to deal with 
the crisis. Some of the banks appear to 
have already chosen the ‘bad bank’ ap- 
proach. The idea is now being followed 
by several EU governments. This ap- 
proach would permit banks to offload 
their risky assets into a separate com- 
pany. 

Distressed German state-backed 
bank, WestLB pointed out recently that 
it was considering spinning off its risky 
debt of around €80 bn into a new bank. 
The remaining ‘healthy’ bank would 
then be a more striking target for a 


takeover or merger. Axel Weber, Presi- 
dent of Bundesbank, has suggested an- 
other solution. To support the German 
bond market, specialty lenders like 
HRE could be made subsidiaries of an- 
other bank or merged to form a single 
bond bank. So far, the government has 
shied away from restructuring the 
banking industry. 


Outlook 


Despite criticism, the government is 
taking timely steps to bring the banks 
back on track. The German approach 
to help out the banks appears to be 
different from that of other countries. 
Meanwhile, banks may decide from a | 
range of stabilization measures. For 
this reason, a more practical recapi- 
talization is desirable. Setting up 
transparent reporting of the transac- 
tions would encourage public confi- 
dence, guarantee equitable treat- 
ment, and maintain accountability. 
Furthermore, the authority and proce- 
dures being developed under Soffin 
could be the foundation for augment- 
ing the reliability of the financial sec- 
tor more broadly, including through 
the reorganization of Landesbanken 
and the banking sector. m 


- N Janardhan Rao and Siba Prasad Pothal 
Reference # 01M-2009-03-05-01 











mu 





| 1. Place of publication Hyderabad 
"| 2 Periodicity of its publication Monthly 
Ve 3. Printer’s Name H Sitaram 
oak Nationality Indian 
RS (a) Whether a citizen of India? : Yes 
Hi Address | 


A 


i a 7 
a. E 


xy. 
| 4 Publisher's Name EN Murthy 
w Nationality : indian 

hia) (a) Whether a citizen of India?  : Yes 

ra ! Address 

| 5 Editor's Name E N Murthy 
Ha Nationality : Indian 

FA (a) Whether a citizen of India? : Yes 

G Address : 








Date 
March 2009 


eset 


cay pest f < 4 


D S TREEREN, 
A haa ee 


Form IV 


M/s. ICIT Software Center Pvt. Ltd., 
# 1, Technocrat Industrial Estate, 
Balanagar X Roads, Hyderabad 500037. 


# 52, Nagarjuna Hills, Panjagutta, Hyderabad 500082. 


# 52, Nagarjuna Hills, Panjagutta, Hyderabad 500082. 


6 Name and addresses of individuals who own the newspaper and holding more than one percent of the total capital — 
The Icfai University Press, # 52, Nagarjuna Hills, Panjagutta, Hyderabad 500082. 


|, E N Murthy, hereby declare that the particulars given above are true to the best of my knowledge and belief. 


) aa RE K RRN + 
ef Jo Pa RE PAN Beet we 


> ES ERARIS i 4 


























? agi irae = z ~ 


aA aa 


Sd/- 





~ 


a 






H 


Wi 


7 , 4 
a Ce Lill, 
| | mn 


Transfer of funds between accounts 
View / Enquire / Take Statement of Accounts 
Order a Cheque Book 
Request Stop Payment on a cheque 
Check your Loan & Limits, their utilizations etc., 
And Many More 


Register with TMB e-Connect & enjoy the friendliness in technology for your convenience. 
S, 


8 Tamilnad Mercantile Bank Ltd. 


(5, 


ESTD. 1921 Regd. Office : 57, V.E.Road, Thoothukudi-628 002 Website.www.tmb.in 


Toll Free : 180 0425 0426 


h a AA. i E i 






I 









M CORPORATE STRATEGY 


Citigroup 


Colos 





il Financial Collapse 


After reporting bigger-than-expected fourth quarter losses, the beleaguered 
banking icon is realigning into two businesses and ending its much- 
maligned financial supermarket model. 


he ailing banking giant, per- 
ceived as the heart of America’s 
finances, is heralding an end to 
its financial supermarket model by 
splitting inte two. Smith Barney is the 
first division to go. Citi is also looking to 
shed from its traditional arrangement 
zwo consumer-finance units, Primerica 
Financial Services and Citifinancial. It 
is hiving off unwanted assets and busi- 
nesses worth more than $850 ba and 
parting them into a ‘bad bank’ called 
Citi Holdings. The other part, Citicorp 
will have its private bank. 

It entered the new year, 2009, 
hobbled by a full year loss of more 
than $18 bn, after a disastrous year 
for the global banking sector. Two 
years ago, its value was worth $273 
bn; it has lost one-fifth of that value 
today and reported a fourth-quarter 
net loss of $8 bn, much larger than an- 
ticipated. Vikram Pandit, Citigroup's 
CEO, had to resort. to the tough deci- 
sion of a final dismantling of the parts 
of its troubled financial empire, as he 
was under pressure from Federal 
regulators to shake up the board and 
rethink the strategy. He said that the 
restructuring would help them focus 
on their core businesses and lower the 
risk. 





What went wrong? 

Citigroup’s tale is considered to be a 
case of bad market conditions and not 
necessarily of a bad model. It admits 
that its own internal risk manage- 
ment team and other executives never 
understood what it takes te succeed 
as an integrated financial supermar- 
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ket. Reports indicate that its past ac- 
quisitions were not properly inte- 
grated, cultures were disparate, and 
risk management failed. 

Under the regime of its former 
CEO, Chuck Prince, Citi invested in 
toxic derivative products by assuming 
good returns. However, as the market 
suffered losses, its reserves fell dras- 
tically, leave alone profits. Besides, 
Citi’s retail banking business in the 
US has a small reach with over 800 
domestic branches and just 2% of US 
deposits. In contrast, Bank of America 
operates over 6,000 branches across 
the US and controls 14% of deposits. 

Indeed, Citi could build the largest 
global retail network through its 
deals in Mexico and Turkey, but it 
typically ranked 3™ or below in a na- 
tional market. The reason: its econo- 
mies of scale are considered to be 
lower than those of its national com- 
petitors, as the costs for processing 
checks, loans and credit cards are very 
high. Ken Lewis, CEO, Bank of 
America, referring to both Citi’s US 
and international retail businesses, 
said that “Citi’s problem is being un- 
important in many places.” In general, 
experts believe Citigroup crisis or 
bank crisis is an emblem of capital 
crisis and not liquidity crisis. It is a 
glaring spotlight that could be applied 
to dozens of other banks as well. Be- 
cause big banks such as Citigroup al- 
ways held that problematic markets, 
not their poor balance sheets, were to 
blame for falling share prices. Many 
believe that if all its Structured In- 
vestment Vehicles (SIVs) were 


brought back on the balance sheet and 
marked to market, it could have | 
pointed out the lack of capital. , 
Citigroup is one such example. Bank 
analysts say that since Citigroup’s 
tangible common equity is now even 
lower as a percentage of total equity, 
it is tough to run a bank with common 
equity that is too low. This is one big 
reason why Citigroup is in such a dire 
shape today. 


Goodbye supermodel 

The focus is on segregating all the 
‘core’ and ‘non-core’ operations into 
separate lines and scaling it back to a 
manageable size. While Citicorp fo- 
cuses on universal banking opera- 
tions, Citi Holdings emphasizes on 
riskiest investment assets. Citi has 
also decided to hive off its consumer 
finance business, including credit 
cards and consumer banking. It has 
already pledged to separate its pro- 
prietary trading desk which bought 
the toxic real-estate securities. Expec- 
tations are that more focus could shift 
towards traditional advisory and 
lending practices. Citi could most 
likely keep its attractive retail-bank- 
ing operations in Mexico and South 
Korea. It is also on the hunt for a 
‘strong manager’ to head Citi Hold- 
ings. John Havens, a former top Mor- 
gan Stanley executive, has been 
named head of the glebal institu- 
tional bank at Citicorp. 


Tallying TARP 


Citigroup received a total of $45 bn 
from the US government through the 





` Itis the end of an indiscriminate rush to expand 


Citigroup 
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without a well-thought out strategy. The whole 
financial sector is going to be restructured as a 
result of this collapse. It is likely that many of the 
major banks, including Citigroup, will be nation- 
alized because they are insolvent. We will have to 
see what the new system looks like, but it will 
undoubtedly be very different from what we have 
today. Citigroup is desperate and trying to do 
whatever they can to stay above water. They will 
have a very difficult path. If they manage to sur- 
vive it will be entirely because of government lar- 
gesse. As we say in Washington, this is “welfare 
as we know it now.” It is hard to know what the 
world will look like when we come out of this 
slump in a couple of years. 

Leaks in the media indicate that the banks are 
about to inhale another helping of taxpayer dol- 
lars. This round is likely to be considerably larger 
than the $350 bn they swallowed in the bailout 
last October. The rumored plan is for the govern- 
ment to buy up hundreds of billions of dollars of 
bad debt from banks and place it in a ‘bad bank’. 
The bad bank would then resell these assets for 
whatever price it could get from private buyers. 
The basic problem with this sort of plan is that it 
requires that the government overpay for the bad 
assets. If we just pay Citigroup, Bank of America, 
and the rest what their assets are worth, then they 
will be bankrupt. They have taken enormous 
losses on these assets. If they had to own up to 
their losses, it would wipe out the capital of many, 
if not most, of the banks in the country. Besides, 
to force banks to own up to insolvency, bank 
rationalization can apply punitive terms to banks 
that fail subsequently and allow their creditors to 
hold bank executives personally liable for their 
losses. Such rules would lead to more truth tell- 
ing from our bankers. In short, bank rationaliza- 
tion is both much fairer and better for the 
economy than the bad bank plan. If only the 
people who missed the housing bubble can be 
forced to recognize this fact! 


— Dean Baker 


Co-Director, Center for Economic 
and Policy Research, US 


purchase of preferred stock, the larg- 
est portion of a US government pro- 
gram to inject capital into troubled 
banks. On top of two bailouts, the gov- 
ernment provided a guarantee of up to 
$306 bn for Citi’s risky loans and se- 
curities. Government bailouts raised 
eyebrows as taxpayers’ money has 


been often paid for the troubled banks 
of Wall Street. A continuing barrier to 
asset relief programs is eyeing the 
hard-to-value assets that are re- 
ported on company’s balance sheets. 
Critics say that “banks like Citigroup 
are not failing banks, they are failed 
banks. If your only source of funds are 
the politicians handing out taxpayer 
money, you have already failed and 
are bankrupt.” Investors demand that 
banks should own up their problems, 
and this is why Citigroup and Bank of 
America stocks came under fire. The 
speech of Ben Bernanke, Chairman, 
Federal Reserve, clearly specifies that 
further injections of TARP money will 
not placate investors. 

It is yet to be seen how efficiently 
Citi will fund new lending initiatives 
for consumers and corporates. It has 
disclosed the first of its quarterly 
progress report in the first week of 
February 2009, detailing how the 
funds are being used. It has been a 
helpful effort, which may win over 
some critics who say that banks have 
been pretty lethargic about the way 
the taxpayers’ money is deployed. In- 
dustry estimates show that Citi’s 
TARP capital would be good for $445 
bn of loans. So far it has lent $36.5 bn 
towards mortgages, for credit card 
loans and buying mortgage-backed se- 
curities. 

The nationalization of insolvent 
banks is also championed as a solu- 
tion to the ongoing banking crisis. It 
has to be seen whether the new 
Obama’s administration would stop 
or reverse the costly bailout give- 
aways to Wall Street players and pre- 
fer nationalizing as an answer or go 
for greater bank regulations. Pandit, 
who vowed to restore Citigroup to the 
proper luster it deserves, ruled out the 
possibility of nationalization of a 
single bank and asserted that the 
commitment to a free market finan- 
cial system is ‘extremely strong’. 


Will it deliver? 

While the splitting of Citi is the first 
step towards the breakup of its finan- 
cial supermarket model, there are 
mixed opinions as to whether this 


would represent the end of the finan- 
cial one-stop shop. A section of ex- 
perts say the split will enable 
Citicorp to return to profitability 
much quicker than would have been 
possible for Citigroup as a single firm. 
The Smith Barney-Morgan Stanley 
joint venture has been the quickest 
way of meeting some of Citigroup’s 
capital needs by providing immediate 
cash injection. Morgan Stanley paid 
$2.7 bn for a controlling stake in the 
new entity. The deal would give Citi 
roughly $10 bn in pre-tax gains. It is 
also perceived that the joint venture 
could lead to a fresh wave of consoli- 
dation in the ailing banking industry. 

However, critics say moves at Citi 
would not achieve anything without 
further government intervention. 
While there are no clear indications 
now, expectations that Citi’s competi- 
tors could end up with its disparate 
parts that were once part of Citi’s em- 
pire are now surfacing. Citi’s restruc- 
turing is due to its toxic assets, which 
is becoming increasingly troublesome. 
It is estimated that the toxic assets 
on the books, consumer, corporate, 
and leveraged loans could stand at 
$150 bn. Thus there is a growing rec- 
ognition to purge bad assets from 
Citi’s balance sheet before they make 
new loans. Hence the creation of a gov- 
ernment-sponsored ‘bad bank’ that 
would buy up deteriorating assets 
from the industry, similar to the good 
bank-bad bank structures set up in 
the wake of the savings and loan crisis 
in the early 1990s. Unless the toxic 
assets are separated, the markets 
will not rejuvenate and there will be 
more distress than renewal. Mean- 
while, Citi’s top management is doing 
their best to regain investors’ faith. 
However, Vikram Pandit is not keen 
on truly breaking up his megabank. 
Anyway selling or spinning off major 
units may be impossible in today’s 
troubled market environment, and 
government intervention is the only 
option left to save troubled Citi from 
mounting toxic assets. = 


— N Janardhan Rao and V Ratna 
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Annadanam Scheme 


According to ancient scriptures, Annadanam, 
or the donation of food, is the supreme act of 
charity. 

















The Alpha Foundation provides high quality 
education and nutritious mid-day meals to more 
than 10,000 children from poor families. The 
Foundation also provides meals to inmates of 
homes for the aged and the destitute. 


You are welcome to contribute to this unique 
Annadanam scheme. Please send your 
contributions (by Cheque/DD) to: 















The Alpha Foundation, 


# 104, Nirmal Towers, Dwarakapuri Colony Over 1.000.000 mid-day meals 
Panjagutta, Hyderabad 500082, 


Andhra Pradesh, India provided free 
Tel: 040-23423115 /16/17/18; to more than 10,000 children 


E-mail: alpha@icfai.org AG 
in just one year... 





All donations (Rs. 500 and above) are exempt 
from Income tax under Section 80G. 


The Alpha Foundation 





* Quality education for underprivileged children 

e Public-Private Partnerships 

« Community development initiatives 

e Cultural programs to promote national integration 


To know more about the activities of 
the Alpha Foundation, please visit: 


www.alphacharities.org 
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The Naked Truth 








Naked short selling raises its ugly head once again even as the capital 


market regulator tries hard to rein in the abusive practice which is alleged to 
be behind the collapse of several of the Wall Street firms, including Lehman 


Brothers. 





ust as the financial crisis began 
? to unfold last summer, revelation 

of another trouble was taking 
place in the US. A massive fraud at 
CMKX Diamonds, a diamond trading 
company, shifted the focus to the ram- 
pant practice of naked short selling. 
However, it largely remained unnoticed 
until the dramatic collapse of Lehman 
Brothers and later the near-bankruptcy 
situation at Bear Stearns (which was 
later merged with the Bank of 
America). Now, a section of experts say 
that the collapse of two Wall Street gi- 
ants could have been delayed or pro- 
longed had it not been for the abusive 
practice of naked short selling. A sec- 
tion of experts feel that Bear Stearns’ 
collapse was precipitated by the dra- 
matic fall in its share prices, which in 
turn was hastened by the immense na- 
ked short selling activity. Naked short 
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selling has negative consequences for 
the market. Former Lehman Brothers 
CEO, Richard Fuld, said that a host of 
factors including a crisis of confidence 
and naked short selling attacks fol- 
lowed by false rumors contributed to 
the collapse of both Bear Stearns and 
Lehman Brothers. While fraudsters 
may use this instrument for manipulat- 
ing the market, it is considered to be il- 
legal. 

Suffering at the hands of naked 
short sellers are the financial services 
firms, as many allege that such traders 
profited by betting against stocks of 
such firms, mainly banks. The practice 
though has often been blamed for sharp 
market corrections, it has now come un- 
der increased attack in the wake of the 
turmoil in the global banking sector. 
According to Robert J Shapiro, former 
US undersecretary of commerce for eco- 


nomic affairs, naked short selling has 
cost investors $100 bn and brought 
down about 1,000 companies. 


How it works? 

Naked short selling refers to the prac- 
tice of selling a stock without actually 
owning it. A naked short seller bets 
against the stock price of a firm and 
agrees to sell the shares (which he does 
not possess at the time of entering the 
deal) hoping to buy it later at a lower 
price, thus making a profit. At times, 
naked short selling can be very devas- 
tating. This can be understood from the 
difference between ordinary short sale 
and naked short selling. While in the 
former, the short seller borrows a stock 
and sells it, in the case of latter, the 
seller does not actually borrow the 
stock, and fails to deliver it to the buyer. 
Within the time frame, if the seller does 
not obtain the shares then it will be 
termed as a ‘fail to deliver’. Therefore, 
the transaction of the shares remains 
open until it is acquired by the seller. 
According to the US market regulator, 
for this reason, naked short selling can 
allow manipulators to force prices down 
far lower than would be possible in le- 
gitimate short selling conditions. 


A temporary solution? 

Naked short selling is covered by sev- 
eral Securities and Exchange Commis- 
sion (SEC) regulations. However, the 
SEC resorted to the extreme measure of 
putting a ban on short selling, effective 
September 18, 2008. Prior to that, in 
2004, the regulation SHO came into ef- 
fect with the aim to reduce failure to 
deliver securities and by restricting the 
time in which a broker can allow fail- 
ures to deliver. According to the SEC, 
regulation SHO defines ownership of 
securities, specifies aggregation of long 
and short positions, and requires bro- 
ker-dealers to mark sales in all equity 
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“Naked short selling, combined with other short seller tactics, took down Bear Stearns, 


Lehman, and many other companies.” 


Now a section of experts are blaming naked short selling for the 
collapse of Bear Stearns and Lehman Brothers. What is your view? 
Mark Mitchell: The SEC’s ‘failures to deliver’ (FTDs) data 
show very clearly that there were large increases in failures 
(which resulted from naked short selling) coinciding with the 
circulation of false rumors and false media reports. The 
FTDs in Bear Stearns hit two million shares on the day 
CNBC TV aired a false report that Goldman was cutting off 
Bear’s credit. This sparked a panic that led others to pull 
their money, and within days, Bear was shattered. Ulti- 
mately, more than 13 million shares of Bear Stearns were 
sold and never delivered. And that data represents only one 
portion of the naked short selling that occurred. Much more 
naked short selling is believed to occur in areas (such as ‘ex- 
clearing’) that do not register in SEC or exchange data. 

Lehman was similarly affected by naked short selling— 
spurts of failed delivers occurring in anticipation of false 
rumors. 

Yes, naked short selling, combined with other short 

seller tactics, took down Bear Stearns, Lehman, and many 
other companies. 
Padmalata Suresh: The present crisis is of [still] unimag- 
inable global dimensions. It is therefore natural that the 
‘blame game’ will look at all possible causes—proximate 
and remote. What began as the consequence of dilution of 
lending practices based on the strength of opaque credit risk 
transfer mechanisms has unraveled several other undesir- 
able goings on as well. One of these is ‘naked short selling— 
which some prefer to call ‘abusive naked short selling’. 
Though several legislations were brought about in the US 
earlier to curb naked short selling, they have not been effec- 
tively implemented with decisively deterrent punitive mea- 
sures. Hence, when short sellers found an opportunity in the 
illiquidity of financial institutiens reeling under the 
subprime crisis, they exacerbated the situation by indulging 
in the abusive short selling practice to artificially depress 
the stock prices of the ailing institutions. 

Why are financial institutions more vulnerable to such 
undesirable practices? For firms outside the financial ser- 
vices industry, a sharp and sustained fall in share prices 
may reflect the market’s negative perception of the firm’s 
future value, but does not threaten the viability of the firm 
itself. However, for highly leveraged financial institutions 
that typically depend on short-term funding for their busi- 
ness, a massive share price fall would reflect declining mar- 
ket confidence in the institution, and could ultimately result 
in a run on the bank, threatening its very existence. 
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Hence, naked short selling did play a part in the down- 
fall of Bear Sterns and Lehman, but the practice per se was 
not the primary cause. However, as in the case of banks 
rushing to dole out subprime loans, the presence of ‘greed’ 
and ‘opportunistic’ factors behind naked short sellers’ mo- 
tives in the downfall of these two institutions cannot be dis- 
puted. 


Do you think naked short selling is really a problem; or to be more 
appropriate, what is wrong with the instrument? 

Mark Mitchell: Naked short selling has affected hundreds 
of companies. SEC data shows very clearly that large FTDs 
are concentrated on specific companies targeted by short 
sellers. If large amounts of stock are sold, but real stocks are 
not delivered, it creates fake supply and drives down prices. 
As of last summer, SEC data showed that 2 billion ‘phan- 
tom shares’ were circulating in the market on any given day. 
Taking into account desk trades, ‘ex-clearing’ trades, etc., 
the number could be as high as 100 billion shares. More 
than 70% of those failed trades were concentrated on 100 
target companies. That not only helped cripple companies 
(many of which had trouble raising capital as their stock 
prices plummeted), but it also jeopardized the stability of 
the financial markets. 

Padmalata Suresh: Short selling has been encouraged in 
most markets, including in India, since it provides liquidity 
and allows for hedging of long positions. They are not illegal. 
However, there are two important preconditions to a short 
sale—that the borrowed shares are ‘located’, and the actual 
delivery of shares takes place within the stipulated time 
period. In a naked short sale, both these conditions could be 
violated. This could result in the short shares exceeding the 
number of outstanding shares, thus creating an impression 
that there is active trading in the shares. Combining this 
with false or partly true rumors about the company’s health 
would drive down the company’s share prices and fuel a sell 
off. On delivery date, there are no shares to deliver, since 
probably these shares never existed. Hence, naked short 
sales not supported by actual delivery appear designed to 
deceive. 

What are the operational hazards of naked short selling? 


Mark Mitchell: Naked short selling is used as a tool to 
manipulate the markets. Moreover, if there is enough of it, 


there is always the danger of a massive squeeze that could | 


crash big hedge funds and put the financial system at 
greater risk. Supposing several major hedge funds sell large 
blocks of shares in a particular company, but do not first 
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borrow the shares and never get around to delivering real 


$ 4 shares. If surprisingly good news or a share buyback causes 


the price to spike upwards, the hedge funds are caught out— 

to close their positions, they have to rush to buy shares. The 

price soars, and the hedge funds lose a great deal of money. 

Of course, a squeeze can occur without naked short selling, 

but the more phantom shares that have been sold, the more 

severe the squeeze. We saw this recently with the incredible 

Volkswagen squeeze. 

Padmalata Suresh: Some operational hazards of permit- 

ting naked short selling would be: 

a. Short sellers have to merely ‘locate’ the stock before they 
sell it. There should be some foolproof mechanism to 
ensure that the real stock is actually located and the 
short sale does not happen on phantom stock or on the 
basis of an agreement with the broker. 

`b. Under the present rules, the SEC gives hedge funds 
three days to deliver the stocks they short sell. Since the 
hedge funds do not possess the real stock before selling, 
there is a possibility that the hedge fund offloads a lot of 
phantom stock into the market for three days, which de- 
feats the very purpose. 

c. The hedge funds can also settle the short sale with an- 
other block of phantom stock. 

d. Worse still, there are still no serious deterrent penalties 
proposed for failing to deliver the stock. 


Do you think the practice of naked shorting is really beneficial in 
enhancing liquidity in difficult-to-borrow shares? 
Mark Mitchell: It is a myth that naked short selling en- 
hances liquidity. There can be nothing ‘efficient’ about a 
market flooded with fake supply. No credible study has 
shown that liquidity is seriously effected by banning naked 
short selling. The few studies out there, such as those con- 
ducted by Arturo Bris, a professor in Switzerland, have been 
shown to be based on faulty mathematics and perhaps even 
dishonest misrepresentations. 
Padmalata Suresh: The practice of naked shorting does 
have the benefit of enhancing liquidity in difficult to borrow 
shares. However, the practice should be subjected to rigorous 
regulation, as had been done in the renewed ban in October 
2008 in which the requirements had been made more strin- 
gent—short sellers must now either borrow the security or 
enter into bona fide arrangement to borrow the security, and 
must deliver the securities within the stipulated period, with 
severe deterrent penalties imposed for failure to deliver. 
Banning shorting or non-abusive naked shorting may 
have a temporary or even artificial effect by increasing stock 
prices due to the elimination of downward short pressure. 
However, market volatility may also increase since a source 


æ 0f liquidity no longer exists. For example, hedge funds may 


_ be unable to short sell certain stocks while buying certain 
other stocks. Or, option markets could be handicapped since 
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offsetting short hedges cannot happen. However, when bans 
are lifted or relaxed, the flood of shorts could give rise to a 
wave of crisis sales or price falls. 


What are the challenges before the SEC in reining in naked short 
selling? 

Mark Mitchell: The hedge fund lobby is quite strong. Many 
SEC officials see their positions as stepping stones to 
higher paid jobs on Wall Street or with law firms affiliated 
with hedge funds. For years, the SEC has succumbed to in- 
fluence peddling by short sellers and Wall Street banks. We 
have seen this in the case of Gary Aguirre, an SEC official, 
who was fired for pursuing a case against Pequot Capital 
and John Mack of Morgan Stanley. The SEC inspector gen- 
eral has ruled that he was fired for political reasons. What 
you do not read in the press is that Aguirre was, in fact, 
investigating illegal naked short selling by Pequot. He 
stated this clearly in his initial letter to Congress, but for 
some reason later Congressional reports on the matter did 
not use the words ‘naked short selling’, but instead referred 
vaguely to ‘stock manipulation’. 

Meanwhile, it speaks volumes that Bernard Madoff, ar- 
chitect of a $50 bn Ponzi scheme, was allowed to help author 
SEC rules that exempted market makers (such as Madoff) 
from prohibitions on naked short selling. 

I see no reason why India should endure lectures about 

corruption. Wall Street is no less corrupt. 
Padmalata Suresh: Regulation SHO was enacted in 2005 
to curb naked short selling. The regulation required that 
broker-dealers have sufficient reason to believe that shares 
will be available for a given transaction, and that delivery 
will take place within a limited time period. The regulation 
has been made more stringent in October 2008, but as ex- 
pressed earlier, it remains to be seen whether the new ban is 
effective in curbing market malpractices. 

This is with regard to the capital markets over which 
SEC exercises control. But who will regulate the CDS mar- 
kets, which have been as responsible for the current situa- 
tion? Naked bets on credit default can still happen—buyers 
would profit from declining debt values—very similar to 
short sales. On the other hand, sellers can default since they 
lack sufficient capital to support their obligations, leading 
to further credit crunches and financial institutions’ de- 
faults on CDS obligations. CDS obligations are not securi- 
ties that the SEC typically controls, since CDS is an OTC 
contract. 

Another issue in this regard is—how effectively can SEC 
control hedge fund activities? 

Hence, merely imposing a ban on naked short selling 
may not solve the problem for SEC. 

*Journalist and Partner Deep Capture LLC. 
Chicago, IL USA 


**Director, DMS Financial Services Co. Pyt. Ltd 
Chennai 
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Short sales in banned, financial 
stocks on NYSE ARCA. 


æ 2007, for same period (no ban) 





securities ‘long’, ‘short’, or ‘short ex- 
empt’. But the fast changing develop- 
ments in the wake of the subprime crisis 
in 2007 and subsequently financial cri- 
sis in the subsequent year rocked the fi- 
nancial markets and the rising in- 
stances of naked short selling only added 
zo the sharp volatility in stock prices. 
Coming under increased pressure 
from investors and experts, the SEC an- 
nounced in September last year a series 
of measures to curb the practice of na- 
ked short selling. The ban, though tem- 
porary in nature, protects nearly 800 fi- 
nancial stocks from the wrath of nega- 
tive short sellers. The commission said 
that almost 799 tickers belonging to 
companies in the financial industry 
could not be shorted for three weeks af- 
ter the announcement. Hence, it was an 
extreme temperary move to cut off short 
activity to save the investors interest. 
According to the SEC, “In these unusual 
and extraordinary circumstances, we 
have concluded that to prevent substan- 
tial disruption in the securities mar- 
kets, temporarily prohibiting any per- 
son from effecting a short sale in the 
publicly traded securities of certain fi- 
nancial firms, which entities are identi- 
fied in Appendix A (Included Financia! 
Firms), is in the public interest and for 
the protection of investors to maintain 
or restore fair and orderly securities 
markets.” James Chanos, Chairman of 
the Coalition of Private Investment 
Cos. and head of short selling hedge 
fund firm Kynikos Associates LP said, 
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“We hope that any permanent changes 
be considered through a fair and open 
process in which the consequences of 
regulatory involvement in the setting of 
share prices can be better understood.” 
The ban, however, does not cover a sec- 
tion of market participants, including 
market makers, block positioners, or 
other market makers obligated to quote 
in the over-the-counter market, in each 
case that are selling short a publicly 
traded security of an ‘Included Finan- 
cial Firm’ as part of bona fide market 
making in such security, the SEC order 
added. Further, the new measures also 
require short sellers and their broker- 
dealers to deliver securities by the close 
of business on the settlement date 
(three days after the sale transaction 
date, or T+3) and imposing penalties for 
failure to do so. Further they also re- 
quire institutional investment manag- 
ers to report information concerning 
daily short sales of certain publicly 
traded securities. 

However, the ban came to an end in 
October itself, and as many experts say, 
it (ban on short selling) was far from to- 
tal in practice. A barrier marked with 
940 million holes is, in fact, a sieve and 
any analysis that laments its meager 
virtues should recognize that fact. The 
fact that Fails-To-Deliver (FTD) have 
only been on the rise in recent times 
does not give much comfort. According 
to statistics from the LA Watch, FTDs 
rose sharply (between Q12007 to 
Q12008) in the case of certain stocks 
that include some of the big firms like 
Citigroup (up 226%), Freddie Mac 
(335%) and Morgan Stanley (632%). 


Job not over yet 

However, some experts feel that mea- 
sures are not enough to rein in the abu- 
sive practice of naked short selling. 
Patrick Byrne, CEO of overstock.com 
told in an interview to Euromoney, “To 
truly stop failures to deliver, the SEC 
must enforce a pre-borrow where parties 
have to guarantee that a locate has been 
found through a contract.” But some op- 
pose the view saying that pre-borrows 
could lead to reduced liquidity and hence 
deter shorting, comments Euromoney. 
Nonetheless, the SEC has shown strong 


intent to rein in the fraudsters. In a 
strongly worded statement, the Chair- 
man Christopher Cox said, “The SEC 
has made plain that we have zero toler- 
ance for naked short selling.” 

In a measure to send strong signals 
to manipulators and restore investor 
confidence further, SEC has charged 
Paul S Berliner, a Wall Street trader 
formerly associated with Schottenfeld 
Group LLC, with securities fraud and 
market manipulation for intentionally 
spreading rumors that the Blackstone 
Group’s acquisition of Alliance Data 
Systems (ADS) was being renegotiated 
at $70 per share because of purported 
troubles in the company’s consumer 


banking division, and the ADS Board » 


was meeting to discuss the revised pro- 
posal, while (he was) selling ADS short. 
According to the SEC, on November 29, 
2007, Berliner disseminated a rumor 
through instant messages to numerous 
individuals, including traders at bro- 
kerage firms and hedge funds, and 
within 30 minutes the ADS stock 
plunged 17% to an intraday low of 
$63.65 per share. 

On the contrary, some experts feel 
that short selling is required to prevent 
prices from reflecting the aspects of the 
most optimistic investors in the mar- 
ket. While doing this, short sellers can 
moderate prices both when they are 
shorting and later when they are cover- 
ing. However, these are challenging 
times and hence require tough mea- 
sures. In the words of SEC, “Under nor- 
mal market conditions, short selling 
contributes to price efficiency and adds 
liquidity to the markets. At present, it 
appears that unbridled short selling is 
contributing to the recent, sudden price 
declines in the securities of financial in- 
stitutions unrelated to true price valua- 
tion.” But this does not mean that the 
task is over. For, in the words of John 
Welborn of the investment firm, 
Haverford Group, “The only sustainable 
solution to naked short selling is a rule 
requiring both a pre-borrow and a hard 
delivery. With only one of these pieces in 


place, the system is still open to ` 


abuse.”= 
— Amit Singh Sisodiya and Imrana Moghul 
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Sad 


China’s trade, reckoned as the engine of world trade and global growth, is 
facing a setback, with the country’s imports declining more than its exports. 
Ensuing trade tension with the US is also further adding to the crisis. 





hina bade farewell to the tu- 

multuous 2008 and welcomed 

the lunar New Year 2009, 
called the ‘Year of the Ox’, on the 26" of 
January, with hopes of restoring its de- 
clining economic vigor in all respects. 
The year 2008 surprised many who 
had been viewing China as an emerg- 
ing economic powerhouse. The fallout 
from the global financial crisis has 
swiftly pulled down China’s economy. 
China, which emerged as the world’s 
second largest contributor to world 
trade and the world’s third biggest 
economy in 2007, has produced dread- 
ful trade and GDP figures for 2008 and 
the first month of 2009. 

Merrill Lynch had, in fact, pre- 
dicted that China, which accounted for 
more than a fifth of global growth in 
2007, would contribute nearly 60% of 
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the world trade by 2009. But year 2009 
started on a somber note for China’s 
trade. China’s exports plunged by 
17.5% and its imports plunged by 41% 
in January, increasing its trade sur- 
plus by 102% on a year-on-year basis. 
With such a decline in both exports and 
imports beyond expectations in 2008, 
the chances of Merrill’s predictions 
coming true seem slender. Data from 
the National Bureau of Statistics sug- 
gest that China’s GDP, which grew con- 
sistently for the last seven years, de- 
clined by 4 to 9% in 2008 from 13% in 
2007. It is the lowest growth rate since 
2001, and it is the first time that 
China’s GDP growth has fallen into the 
single-digit range since 2003. The 
weakening economy has already im- 
pacted various sectors and several 
Chinese industries. Rising trade sur- 


plus, turbulent trade ties with the US, 
currency manipulation accusations, 
and rising unemployment are worrying 
the Chinese leaders. Given the current 
global economic condition, economists 
see bleak prospects for China’s trade 
and economy in 2009 as well. 


Changing dynamics 

Anyone talking about world trade can 
hardly ignore the China factor in it. 
China, with its exceptionally large ex- 
ports and imports, has been playing a 
major role on the world trade front. 
China, as the world’s biggest saver and 
as the largest consumer, has contrib- 
uted nearly 6% to the world’s GDP, as 
per World Bank figures. At the same 
time, it has also earned world-class 
recognition for its products all over. 
However, the global financial crisis 
has led to a dramatic fall in both its 
exports and imports. Owing to de- 
creased consumer spending in many 
other advanced economies, appetite for 
Chinese exports is drying up and its 
imports are decelerating, as China is 
keeping in check buying from other 
countries to support its own industries 
and to clear the loads of inventories it 
has been holding on for years. China’s 
trade woes have surfaced at a time 
when some of the economists were 
counting on it to revive the world trade 
and global economy in the wake of the 
US and Europe succumbing to the glo- 
bal liquidity crisis. 

The total Chinese exports declined 
drastically in 2008 (seven years after 
they last declined in 2001) by 2.8%, 
against an increase of 21.7% in 2007. 
The chief economist of a Chinese Bank 
has termed the latest trade figures of 
China as ‘horrifying’. The rapidity of 
decline in the country’s exports is re- 
markable as they grew pretty well un- 
til October 2008, after which they 
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“In the short-term, domestic concerns are likely to be more important than worrying 


about the surplus.” 


China overtook Germany in 2007 to become the third largest economy in 
the world, before which it overtook Britain for the fourth place in 2005. It 
was expected that obviously China would eye the US and Japan in 2008. 
However 2008 has turned out to be not so good for China in terms of 
growth. What are your views on this? 

Chinese growth had become too dependent on exports. To be 
sure, domestic consumption was the single biggest source of 
growth in 2007, but export growth was still very significant and 
China’s leaders had been trying to change this for quite some 
time. Attempts to reduce export growth—reducing tax rebates, 
allowing the RMB to appreciate—had already created signifi- 
cant problems for exporters; particularly in low-cost apparel and 
shoes where profit margins are slim, before the global crisis re- 
sulted in an even greater shock for exporters. Domestic consump- 
tion is increasing, but fears about paying for welfare (particularly 
in old age) means that there is a very high marginal propensity to 
save, particularly in rural China where the provision of welfare is 
weakest. 

China's widening trade surplus has been a concern in the fourth quarter of 
2008. How do you think China can overcome the ill-effects of this scenario 
in the near future? 

In the short-term, domestic concerns are likely to be more im- 
portant than worrying about the surplus. We have already seen 
changes to tax rebates etc. to try and boost exports. So in the 
near future, I simply see dealing with the domestic situation 
the main concern for the leadership. 

The collapse in exports in recent months and the consequent job loss have 
triggered speculation that the government might try to devalue the yuan. If 
yuan is devalued, what do you think would be the reaction from the 
international community, especially from the US? 

It would be very bad news for the Chinese—but I don’t think 
they will do it. Obama (and Clinton) both pointed to the trade 
deficit during the election campaign, and a depreciation (not 
just a straightforward mandated devaluation anymore like in 
1994 because of the partial floating of the RMB) would trigger 
calls for a reaction in the US (and elsewhere). The Chinese know 
this and are well aware that any defensive moves in China 
would simply harm Chinese exports and thus depreciation 
could even reduce exports to the US in the long run. Rather, 
expect the Chinese leadership to pledge to being responsible 
and helping tackle the global crisis—particularly at the G20 
summit in London in April. 

Economists globally are worried about China’s trade ties with US. What is 
your view on the new President's stance towards US trade with China? 
He sounded more defensive than Bush during the campaign— 
but most presidential candidates are more critical of China 
than actual presidents! Clinton was very critical of Bush senior 


and said he would link trade to human rights—but not only did 
not link the two but gave China Permanent Normal Trading 
Relations. Bush junior was critical of Clinton, but more or less 
carried on the same economic engagement. Now, to be sure, 
there are a lot of voices in both houses that are critical of 
China—both economic nationalists who want to protect US 
jobs and political liberals who want to oppose the Chinese po- 
litical system. But the flip side of the coin is the economic crisis 
and the fact that China holds so much US government debt. I 
think it is unlikely that the Chinese will be buying any more US 
debt, but Obama and his team know that China needs to be kept 
at least neutral if the global economy is to recover under US 
leadership. So it will be a delicate balancing act for Obama et. al 
between those domestic constituencies pushing for a ‘stronger’ 
policy and the realities of the potential for ‘mutually assured 
economic destruction’ and keeping China on side. 


A few economists reckon that a part of Chinese foreign reserves are usec 
up for cleaning the balance sheets of state-owned banks like Agricultura! 
Bank of China. What would be the effect of such moves on the economy? 
One of the ironies of China’s financial power is that global 
strength is in many ways matched by domestic weakness. The 
domestic banks need bailing out on a fairly regular basis and 
this is not going to change—indeed, it is going to become more 
necessary given the promised 4 tn yuan bailout package for the 
domestic economy. The banks simply do not have the money to 
do this without the center recapitalizing the banks. 


Increase in bank loans in 2008 by 36% over 2007 indicates that Chinese 
banking system has sufficient liquidity compared to other countries’ bank- 
ing systems? Despite this situation, why do you think the consumer spend- 
ing levels in China are declining? 

The bank loans are really for the big state projects and not for 
consumer spending. Most of the bailout package is for big infra- 
structure projects and also for welfare, and not for consumers. 
See my comments above about the need to save to pay for welfare. 


How do you think China can overcome the internal problems and be back 
on the track? 

It is very difficult and much harder than the language of the 
Chinese leadership and the official media suggests. Personally, 
I think the key is to get a welfare system in place that people 
actually trust will serve their needs. But crucially, even though 
there was a budget deficit last year, they have the money to do it. 
But it is going to be a tough ride with lots of migrant workers 
returning home, with nothing to do when they get there. Add to 
this the frustration at corruption and anger over the baby milk 
scandal, and there will be a lot of protests to get through as they 4 


try to get through it all. 
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China: A Gloomy Picture 





tumbled by 13%, pulling down the ex- 
ports for the entire year. Economists 
fear that the fall in China’s exports, 
which are the main drivers of the 
country’s growth and which have 
stimulated demand overseas, has the 
potential to drag down China’s overall 
growth significantly. Increase in their 
contribution to the ceuntry’s GDP from 
20% in 2001 to almost 40% in 2007 
also supports this argument. There- 
fore, to sustain the exports, China is 
keen on devaluing the yuan, which has 
been steadily rising against the dollar. 

While the exports are falling, 
China’s trade surplus (excess of ex- 
ports over imports) rose to a record 
$457 bn in the fourth quarter of 2008, 
which is an increase of 50% over the 
same period in 2007. This is puzzling 
to many economists as trade surplus 
can only rise when exports are rising or 
when imports are falling more than ex- 
ports. For the last few years, China ex- 
perienced a rising trade surplus from 
the first case, but currently the second 
case holds good. Mere than the fall in 
exports, economists are concerned 
about the exceptional fall in imports 
too. 

Chinese imports, which have 
driven growth in other countries, fell by 
21.3% in 2008 over the previous year. 
Economists view that the pace of the 
fall in imports is also remarkable, as 
they grew by nearly 30% in the first 
half of 2008, and suddenly reversed 
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later. They opine that Chinese imports 
were also dragged down by cheaper oil 
and commodity prices. However, basi- 
cally, China bought less from the rest 
of the world because its domestic de- 
mand had weakened. According to re- 
ports from the Chinese government, 
construction—which is a big user of im- 
ported raw materials—has virtually 
collapsed. 

Economists do not foresee any so- 
lace for the downward trend in China’s 
trade. Nomura, a Japanese bank, fore- 
casts a drop of 6% in exports in 2009. If 
its forecast were to come true, it would 
be the first biggest annual decline in 
25 years for Chinese exports. Weaken- 
ing imports of materials and compo- 
nents used to make exports further 
suggest that producers expect exports 
to weaken further. Hopes linger around 
the economic stimulus package of 4 tn 
yuan ($585 bn) to boost domestic de- 
mand for goods and services and en- 
courage consumer spending. If this 
works out well, economists forecast 
that the imports may rise by nearly 
0.6% but feel that China can no longer 
be relied upon as the last-resort seller 
and consumer. 


To spend is patriotic 

With global trade evaporating, econo- 
mists suggest that China’s economy 
must depend less on exports, and more 
on domestic consumption. Domestic 
consumption means more spending. In 
this regard, the country’s premier, Wen 
Jiabao says that “if the Chinese, with 
their exceptional savings are coaxed 
into spending their hoarded wealth, 
they will be key to resuscitating the 
global economy.” Marxist theory also 
reckons that when a country’s economy 
is sputtering, it is patriotic to spend. In 
line with the theory, the Chinese lead- 
ers are keen to boost their sputtering 
economy by floating the Chinese slo- 
gan, “Tao guang yang hui” (to spend is 
patriotic) and encouraging people to 
spend more on consumption and in- 
vestment. 

However, economists feel that 
people will not spend just because the 
government wants them to do so. A 
survey of consumer confidence con- 


ducted by Macquarie in December sug- 
gests that people are nervous of spend- 
ing given the fear of job losses. In fact, 
most of them are keen on cutting down 
their expenditure on clothes, dining out 
and travel. They also showed little or 
no interest in investing in either stock 
or property markets. 

China is already known to be the 
world’s biggest saver for the last 30 
years. According to Yi Gang, Vice-Gov- 
ernor of People’s Bank of China 
(PBOC), Chinese’ savings as a percent- 
age of their disposable income re- 
mained between 30 to 40% over the 
years. Moreover Chinese individual 
bank savings had exceeded 20 tn yuan 
($2.92 tn), while their loans totaled a 
meager 3.7 tn yuan by the end of Sep- 
tember 2008. In fact, Chinese leaders 
very proudly claim that China is a 
debt-free country. However, now the 
current economic downturn is forcing 
the Chinese to shift their focus from 
‘saving’ to ‘spending’. 

The Chinese need to also spend 
more to check their rising trade sur- 
plus (currently 12% of its GDP), which 
is also the gap between savings and in- 
vestment. Currently, Chinese domes- 
tic investment by the government as 
well as people has come down, with the 
savings staying at the same level or 
perhaps increasing, pushing the trade 
surplus upwards. Higher trade surplus 
of China is not appreciated by any of 
its trading partners, especially the US, 
which accounts for nearly 20% of 
China’s trade. They view that the wid- 
ening trade surplus is likely to put 
downward pressure on the Chinese 
currency. This would lead to more for- 
eign exchange coming into the country, 
forcing the Central Bank to buy more 
and more dollars to prevent the yuan’s 
exchange rate from rising. This act of 
the Central Bank has, in fact, pushed 
up the Chinese forex reserves to cross 
over $2 tn, which are again used to buy 
US treasuries. 

China’s rising trade surplus has 
been an issue for some time, but now it 
is magnified because the US itself is 
under pressure and the further weak- 
ening of the yuan will put the US under 
more pressure. The US, which wants 
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The editorial of Newsweek says that, of 
late the world does not revolve around Wash- 
ington alone and that the global economy 
may be a bigger issue than who is in the White 
House. The subhead to the Newsweek cover 
story certainly had a sobering message for 
many US-focused economists: “Inside the 
command-capitalism model that will outrun 
all rivals.” 

One reason why China works is because of 
its staggering $2 tn central-bank reserves. This 
means that the US-China bilateral relationship 
may well prove to be the most important any- 
where over the years ahead, as China recycles its 
cash into US Treasuries to prop up a deflated 


/ -~ American economy. 


The world’s biggest saver and most profli- 
gate spender are rather stuck with each other. 
While tradition would have President Obama 
head to Europe for his first overseas trip as the 
new face of America, it would say a lot more 
about concern for US economic wherewithal if 
he were to head to Beijing. Presumably his eco- 
nomic policy team should be in tow. 

China is having its cyclical problems like every- 
one else. Real GDP growth for 2008 was recently 
announced at 9%, the lowest since 2001, but still 
above the generally accepted rate of 8% required to 
preserve some semblance of social stability. The 
Slowdown was expected, given that exports may 
account for as much as one-third of China’s out- 
put. But, as a lagging indicator, the data are not 
surprising. 

What may be more interesting is anecdotal 
corporate information. Just recently, Swatch 
Group (the watchmaker) announced intentions 
to open 15 stores across China. Alibaba (the 
online marketplace) said it intended to move be- 
yond its China-centric model and pursue multi- 
lateral opportunities. Lurking in the details are the 
notions that China remains a buoyant market and 
that Chinese companies are likely to use their 


the yuan to appreciate, is disappointed 
by China’s stance and is aggressively 
pressurizing China not to allow the 
yuan to depreciate. The US treasury 
secretary Tim Geithner also accused 
China of manipulating its currency. 
Some economists also argue that 
China’s large trade surplus indicates 
that the yuan is undervalued and is re- 
quired to rise by another 10-20% in 
real-weighted value terms in order to 
eliminate the surplus. However, China 
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Why China Works 


cash hoards to expand in ways that companies 
elsewhere simply cannot. 

So why does China work? It may have much 
to do with its oft-derided government intervention 
in the economy. The great irony here is that 
economists have been arguing for decades that 
an open-market model is more advanced than a 
state-controlled model. In a bit of a turnabout, the 
opposite now seems to be true. Who would have 
imagined that the US would effectively nationalize 
its banking and auto industries? 

To quote the Newsweek article, “Once seen 
as the bad habit of an immature economy, 
China’s state meddling is now seen as a bulwark 
of stability.” The piece goes on to conclude that 
the real key may simply be command capitalism’s 
ability to sustain confidence. And that is some- 
thing sorely missing just about everywhere else in 
the world right now. 

For the global investor, there is a certain stra- 
tegic logic to exploring China-related ideas. China 
equals confidence, which in turn equals invest- 
ment opportunities—all the more as the specula- 
tive money leaves Shanghai and Beijing. What is 
left is a playing field devoid of exuberance, on 
which one might actually have some true clarity 
on the investment prognosis. 

Does that mean we should all run out and buy 
a Chinese equity fund? May be. But putting your 
money to work in such a product likely has an 
opportunity cost, until we see a whiff of global 
inflation and some sign of a worldwide recovery. In 
our view, better to invest in this bemired environ- 
ment through a direct investment such as private 
equity. 
Befuddled at where to head with our thinking, 
| contacted a banker-colleague who happens to 
work in the Gulf for an Asia-based financial insti- 
tution. My question was simple: “How does a 
Shariah-compliant investor access the China 
story?” | intentionally asked someone closer to 
the origination side of the business, figuring that 


can only reduce the trade surplus by 
boosting consumption instead of al- 
lowing the yuan to rise. 


Bitter Sino-US terms 

China’s widening trade surplus and 
the US’ widening trade deficit of nearly 
$300 bn to China are likely to breach 
the long-standing Sino-US trade ties. 
China had been enjoying a good bilateral 
trade relationship with the US through- 
out the Bush era. However, with the glo- 


the perspectives of secondary-market players on 

where long-term opportunities exist were shaded 

by capital-market turmoil. 

He affirmed that the China-related work of the 
internationally-oriented Islamic banks has not 
been ‘sufficiently comprehensive’, yet there are 
meaningful ideas to explore: 

e Middle-class growth: Despite the cyclical 
setback, major opportunities remain in tradi- 
tional consumer businesses such as fast- 
food, retail shopping, and white goods. 

e Agribusiness development: Investors often 
think of China as the world’s manufacturer, 
but the nation’s western regions suggest a 
range of agricultural plays, including live- 
stock production, farm equipment, and food 
distribution. 

e Water infrastructure: China is relying on the 
private sector to develop its water supply and 
sewage treatment facilities. Suffice it to say 
that maybe three-quarters of the country’s 
natural water supply is polluted. 

During recent prime growth years, few Is- 
lamic financial institutions used their excesses to 
diversify into China. Gulf banks with bulging cash 
balances evidently decided that at-hand oppor- 
tunities in nearby markets like Turkey and Pakistan 
seemed more user-friendly. Somewhat mind- 
boggling, on the other hand, is that the Kuala 
Lumpur-based institutions were slow at the draw. 
Presumably, demand from Islamic investors for 
China-related transactions was diverted by the 
many seductive ‘bubble projects’ afoot across 
the Muslim world. Under current economic cir- 
cumstances, however, we suggest a major wave 
of Shariah-sensitive capital will make a pro- 
nounced shift toward China. Global investors 
may want to move ahead of the curve. 


— Douglas Clark Johnson 
CEO and Chief Investment Strategist 
Calyx Financial Services, USA 


bal financial crisis engulfing America to 
a larger than expected extent, the focus 
has shifted to China, which has been al- 
ready facing allegations of dumping 
cheap goods into the US markets. As 
part of the attempts to put a brake to 
that scenario, some of the China-manu- 
factured goods were barred in the US 
markets. This, in a way gave a fillip to 
the fall in China’s trade, which further 
fell apart when its exports and imports 
to other countries also began to dip. 
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China’s Trade Dynamics 
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China’s very savings appear to 
have also put it under pressure from 
the US. Former Treasury Secretary of 
the US, Hank Paulson, blamed China 
for igniting the global credit bubble by 
saving too much and investing the 
same savings in the US treasuries to 
take advantage of the lower yields in 
the US. By the end of December 2008, 
China was the largest investor of US 
sovereign debt, holding nearly $700 bn. 
Until now the US was the biggest ben- 
eficiary of China’s savings, whieh it 
mostly used for financing government 
spending. However, due to prices of the 
US treasuries reaching the bottom in 
the recent months, the US fears that 
China’s selling the debt or restraining 
from purchasing it further would push 
the US economy into the doldrums. 

US’s charge against China that it 
intervened in the currency markets to 
keep the value of its currency artifi- 
cially low, is another issue that is 
dampening the two countries trade re- 
lationship. China is mainly accused of 
using yuan devaluation as a protec- 
tionist strategy to boost its exports. 
US favors a stronger yuan for many 
reasons. One, to arrest the dumping of 
cheap exports from China, and to even- 
tually narrow the trade deficit with 
China. Two, to encourage US producers 
to sell their products in the US. Three, 
to prevent China from selling its sover- 
eign debt at lower prices, which could 
precipitate a devastating collapse of 
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the dollar. Last but not the least, to 
correct global trade imbalances. 
Therefore, the US is urging Beijing to 
end its tight control over the yuan. 
However, China is presently in need of 
a weaker yuan primarily to boost its 
dwindling exports. The yuan-dollar in- 
tricacies are likely to push both the 
countries to adopt more protectionist 
strategies against one another, possi- 
bly leading to a full-scale trade war, 
and further pulling down the growth of 
world trade. 

Economists opine that since the 
US is increasingly dependent on 
China to finance its ballooning trade 
deficit, it ought to play safe with 
China. Any tougher stance by China 
could lead to the worsening of the 
American economy. This was even re- 
iterated by China’s Prime Minister, 
Wen Jiabao, at the World Economic 
Forum in Davos, Switzerland. China, 
already facing subtle trade disputes 
with the US, is currently pursuing 
stronger trade ties with the UK, Swit- 
zerland, Spain and Germany. Chinese 
premier Jiabao’s recent visits to the 
four countries and his trade negotia- 
tions with their leaders underscores 
China’s confidence in maintaining the 
status quo, and is sending a message 
that China is open to fight the US on 
the trade front. 


Eroding confidence 

Given China’s importance to the world 
economy, it is clear beyond doubt that 
any further slowdown in China would 
lead to a substantial fall in world 
growth and delay recovery from the cri- 
sis. Therefore, China getting back on 
the rails is all the more important to 
itself as well as the world. However, 
presently, everybody is concerned 
whether China can even achieve the 
minimum target growth rate of 8%, 
which it considers important to create 
enough jobs for people entering the 
workforce. 

As consumer confidence is increas- 
ingly deteriorating, China’s only hope 
lies in the $586 bn stimulus package, 
announced in November. With in- 
creased infrastructure spending, ex- 
panded social welfare programs, and 


directives ordering banks to lend, 
China’s consumers and companies are 
encouraged to spend and invest more. 

The government is keen on funnel- 
ing a good amount of the stimulus 
package money into investments. It is 
on the lookout for ways to enhance the 
capacity of export-oriented manufac- 
turing companies. Also keen to bring 
down unemployment levels, the gov- 
ernment has announced fresh incen- 
tives for its export industries by ex- 
tending tax breaks and slowing the 
yuan’s appreciation against the dollar. 
In addition to the fiscal measures, 
China’s loose monetary policy also 
helped pump in a lot of liquidity into 
the system to ensure that banks lent 
and credit was available to its people. 

However, economists view that 
any growth in unemployment in 2009 
may further hurt household demand 
and hit the consumer confidence (and, 
in turn, their spending patterns). This 
will affect nothing but the 
government’s plans to stimulate do- 
mestic demand and revive the 
economy’s growth momentum. Beijing 
is taking a few more policy decisions, 
apart from the $400 bn economic 
stimulus package. It has issued tax 
cuts and a $1.5 bn subsidy for auto 
makers. It is also planning measures 
for eight other major industries such 
as shipbuilding, petrochemicals and 
textiles. China’s Prime Minister Wen 
Jiabao also called on exporters to seek 
out emerging markets and improve 
product quality to maintain growth. 

China-led world recovery is 
awaited, as many countries are heavily 
dependent on its exports and imports. 
In fact, China was expected to make 
headlines as the second largest 
economy of the world this year, but in- 
stead the US-led financial crisis forced 
it make the headlines for its sinking 
trade and economy. Though China’s tiff 
with the US has surfaced at a wrong 
time, hope lingers that things will turn 
out well for China, helping it weather 
the crisis and once again emerge as a 
strong economy.s= 


—T Jyotsna 
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Since the beginning of 2008, the Tatas have been in deep trouble, following 
tight liquidity conditions, a depressed stock price, and erosion in investor 
confidence. 





atas, the largest private corpo- 
rate group in India had started 
the year 2008 with a bang by 
spreading its wings globally with the 
big-ticket acquisition of iconic British 
marquees Jaguar and Land Rover (JLR) 
for $2.3 bn. And a year ago, in the largest 
ever merger of corporate India, Tata 
Steel, the world’s 56% ranked 
steelmaker then, acquired Anglo-Dutch 
steelmaker, Corus, the ninth largest 
steelmaker in the world, for $12.1 bn. 
That was indeed a stupendous achieve- 
ment for corporate India as it was for the 
first time India Inc. had forayed into the 
global arena in a big way. The deal had 
immediately catapulted the Tata Steel 
into the big league of global steel majors, 
comprising the likes of Arcelor-Mittal 
and POSCO. 
Those two big deals fetched the 
Tata Group the necessary global clout. 
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But during the second half of 2008, 
problems started creeping into many 
Tata group companies. Tata’s ordeal 
started when a violent political up- 
heaval forced Ratan Tata, the Chair- 
man of the Tata Group, to shift the 
company’s prestigious Nano project 
from West Bengal to Gujarat. After- 
wards, as the global financial melt- 
down set in, its various lines of busi- 
nesses soon got affected. Finally, add- 
ing insult to injury, the terrorist attack 
on Taj Mahal Palace and Tower have 
put the Tatas on the backfoot. 


Cup of woes 

The Tata Group is the largest private 
corporate group in India in terms of 
market capitalization and revenues. 
Its business interests span across 
steel, automobiles, information tech- 
nology, communication, power, tea and 


hotels. The group, with its headquar- 
ters in Mumbai, has a physical pres- 
ence in more than 85 countries, span- 
ning across six continents; and the 
various companies of the group export 
products and services across 80 na- 
tions. 

Whatsoever, despite a successful 
track record, the group has been se- 
verely plagued by a gamut of prob- 
lems. Already the global meltdown 
has hit group businesses. The group is 
finding it difficult to access credit and 
equity markets as a result of the tight 
liquidity conditions, a depressed 
stock market and erosion in investors’ 
confidence. The year 2008 has indeed 
been annus horribilis for the Tatas, 
with mishaps ranging from the trivial 
to the very serious. One of the biggest 
challenges that the Tatas confronted 
last year was a violent political agita- 
tion in West Bengal over land issue, 
which eventually forced Tata Motors 
to shift their prestigious Nano project 
from West Bengal to Gujarat. The 
small car project of Tata Motors 
started hogging the limelight ever 
since Ratan Tata had announced that 
his group would offer a car at just Rs 
1,00,000 for the common Indians. 
Even the escalating crude oil prices 
and the tightening liquidity condi- 
tions did not deter the group’s enthusi- 
asm and so the deadline for the car 
was also intact. But the violent politi- 
cal protests caused a relocation and 
delay in the project. Even before the 
incidence of shifting the Nano project 
to Gujarat, the Tata group had been 
victimized by hoaxes, though of trivial 
nature. Last August, a fake press re- 
port stated that Tata Steel had frozen 
work on an Orissa port. The report 
said that Tata Steel had suspended 
work on the port as it could jeopardize 
the lives of the Olive Ridley Turtles. 
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2. The Board of Directors:of the company has approved in its meeting held 


3. The Hon'ble Supreme Court has revoked the suspension of the activities 
of Panna Diamond Project, subject to complying with certain conditions. 
The unit is yet to commence production. There is no change in the status 


4. It has been decided to lease / sel! the plant and machinery of Lalapur 






JNAUDITED FINANCIAL RESULTS FOR THE QUARTER ENDED 31-DEC-2008 


a. Net sales / Income from operations 
b. Other operating Income 
TOTAL : 
Expenditure 
a) Increase(-) / decrease(+) in stock in trade 
b) Consumption of Stores & spares 
c) Employees Cost 
d) Selling Exps incl. Freight out 
e) Depreciation & DRE 
f) Other Expenditure 
TOTAL 
Profit from operations before other income, 
interest & exceptional items (1-2) : 
Other income 
Profit before interest & exceptional items (3+4) : 
Interest 
Profit after interest but before exceptional items (5-6) 
Exceptiona! Items 
Profit from ordinary activities before Tax (7+8) 
Provision for Tax  - Current Tex & FBT 
- Deferred Tax 


_ Net Profit from ordinary activities after Tax (9-10) 


Extraordinary items (net of tax expense Rs.-) 


_ Net Profit for the period (17-12) 


Paid-up Equity Share Capital 

Face Value per share 

Reserves excluding revaluation reserves 
EPS for the period (Rs.) - Basic and diluted 
before and after extraordinary items 
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01-04-2008 to 30-09-2008.as a result of price variations. 





(Rs. in Crore) 
Unaudited Audited 


Three months ended Nine months ended Year ended 


31-DEC-2007_| 31-MAR-2008 
2,337.50 | 1,623.60 | 5,627.97 | 3816.80 | 5,711.34 

2.70 6.65 11.13 26.46 30.70 
2,340.20 | 1,630.25 | 5,639.10 | 3,843.26 | 5,742.01 












-62.89 
59.57 
136.86 


-14.39 
44.68 
64.13 

















176.40 113.38 

18.32 18.41 

76.67 103.17 . : 
40493 | 329.38 | 120032 | 923.17 | 1,434.37 _| 





a 


1,935.27 
226.48 
2,161.75 


2,161.75 


2,161.75 
736.35 
0.45 
1,424.95 


1,300.87 
167.87 
1,468.74 


1,468.74 


1,468.74 
506.75 
-6.23 
968.22 


4,438.78 
647.22 
5,086.00 


5,086.00 


5,086.00 
1,732.80 

2.01 
3,351.19 


469.33 
3,389.42 


3,389.42 


3,389.42 


639.83 
4,947.47 


4,947.47 


4,947.47 
1,717.08 

-20.59 
3,250.98 




















| 2136154 | 
1. 


ws iar 
vest] 


5. The Company has received 5 complaints from investors and all of them 
were disposed off; therefore, complaints lying unresolved at the quarter 
ended 31-DEC-2008 be treated as “NIL”. 


on 28-Jan-2009. Interim dividend @ 103% on the paid up Equity Share 6. The above results have been reviewed by Audit Committee at its meeting 


Capital of the Company forthe Financial Year 2008-09. 


of UPFO plant, which isunder ‘care & maintenance’. 


Silica Project. 


held on 28-JAN-2009 and approved by the Board of Directors at its 
meeting held on 28-JAN-2009 at New Delhi. 


For and on behalf of 

NMDC Limited 

Sd/- 

Place : New Delhi (Rana Som) 
Date : 28 JAN, 2009 Chairman-cum-Managing Director 


a 
<3 
> 


z 


B 


SEGMENT-WISE REVENUE, RESULTS AND CAPITAL EMPLOYED 
UNDER CLAUSE 41 OF THE LISTING AGREEMENT 





(Rs. in Crore) 
ee eet 5 Pa 
Unaudited 


Audited | 
Three months ended Nine months ended Year ended 
_34-DEC-2008 | 31-DEC-2007 


| 31-DEC-2007 | 31-MAR-2008 

































1. Segment Revenue 
(net sale / income from each segment) 





















a) Iron Ore 233751 | 1,623.03 5,626.20] 3,811.76 5,705.32 
b} Other Minerals & Services 0s 0.57 l 5.99 
Total 2,337.50 1,623.60 3,816.80 5,714.31 







Less: inter segment revenue 
` Net sales / income m operations 
2 Segment Results 
: (profit (i loss {y 



















1,623.60 





‘5711.34 





4,490.09 
4,465.73 








481.74 









PREE 





4,947.47 






935.10 
“7,42 
7,148.02 













DC Limited 


(A Government of india Enterprise) 

< Regd. Office: “Khanij Bhavan”, 10-3-311/A, 
Castle Hilis, Masab Tank, Hyderabad - 500 173. 
www.nmdc.co.in 
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After the Nano imbroglio, the Tata 
Motors’ $2.3 bn deal to buy JUR—com- 
pleted in June last year—has back- 
fired. The marquee luxury car maker 
JLR has reportedly approached the 
UK government for a £1-bn loan assis- 
tance to shore up its financials. A busi- 
ness entity, acquired and managed by 
a company in one ceuntry, seeking a 
bailout package from the government 
of another country, is a rarity. This 
bailout plea has peeved the British 
taxpayers, who are questioning its ra- 
tionality. And analysts are continumg 
to give the thumbs down to Tata Mo- 
tors’ stock as the company’s ordeals 
seem to be never ending. Analysts are 
skeptical about Tata Motors’ ability to 
refinance the $3 bn bridge loans to fi- 
nance the JLE deal with Ford. How- 
ever, some analysts are sympathetic to 





Tata tougher. 


Tata Motors, given the fact that, glo- 
bally, the auto industry is going 
through a rough patch. But the abrupt 
and the secretive manner in which 
Tata Motors’ JLR Division approached 
the UK government is what is disturb- 
ing the shareholders. Tata Motors had 
come out with a rights issue in Octcber 
last year to finance the JLR purchase. 
But it struggled to finance the deal due 
to stock market slump and was bailed 
out by the founders and the underwrit- 
ers. Now it is feeling the heat of slow- 
ing demand, and it has also shut dewn 
its commercial vehicle manufacturing 
plant for three days to avoid buildup of 
inventory. 

Again, ever since the acquisition of 
Corus, Tata Steel is riddled with high 
debt. Now it is plagued with low prices 
of steel and dissipating demand. Both 
Tata Steel and Corus are now mulling 
cost-cutting measures. In fact, Corus 
has already cut production by 30% and 
is likely to run into losses. According to 
the electronic editien of Britain’s Daily 
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Declining consumer demand, problems in 
integrating global assets, inadequate funds, and 
now global terrorism have made the life of Ratan 


Mail, Tata Steel Ltd. may merge Corus 
with itself in an attempt to curb costs. 
The report has further added that such 
a merger could put thousands of jobs at 
Corus in peril. Another serious concern 
the markets have had about overseas 
deals by the Tata group is its agree- 
ments with labor unions. According to 
an analyst with a foreign broker, the 
company has an agreement with 
Corus’ unions that it will not engage in 
massive layoffs for a few years after 
the acquisition. In fact, this agreement 
is what is said to have caused the 
unions of Ford Motor Co.’s Jaguar- 
Land Rover to be comfortable with the 
Tata group. While such employee- 
friendly environment may not hurt 
Tata Steel’s Indian operations, which 
has a competitive edge thanks to its 
captive resources, they would backfire 


in case of a commodity business like 
that of Corus. Moreover with the US 
companies cutting down on their IT 
spending or delaying outsourcing or- 
ders, Tata’s IT arm, Tata Consultancy 
Services (TCS), had reported muted 
second quarter (July-September) 
earnings. 


Belt-tightening 

The $62.5 bn business conglomerate, 
which repeatedly hogged the headlines 
with its big-ticket acquisitions in the 
past two years, will now “put on hold 
any plans for acquisitions unless con- 
sidered strategically critical,” revealed 
an e-mail from Ratan Tata to the top 
management of the group's 98 compa- 
nies and its elite decision making 
body, the Group Corporate Center. In 
this e-mail, Ratan Tata has also di- 
rected managing directors and chief 
executive officers of all companies to 
“expeditiously finalize pending loan 
and funding agreements, even if they 
involve accepting higher interest 





rates”, while predicting a tough 12 


months ahead. “Some of our compa- 4 
nies with substantial foreign opera- + 


tions or those which have made sub- 
stantial acquisitions are already fac- 
ing major problems in raising capital 
and establishing lines of credit for 
their operations,” the e-mail stated. 
According to a Tata Sons spokesper- 
son, “The senior management of the 
Tata Group companies have been ad- 
vised to be sensitive and conscious of 
the difficult financial circumstances 
existing today and have been re- 
quested to be proactive to focus on cash 
flow and conserve expenditure wher- 
ever prudently possible.” 


Hope amidst adversity 

But as put by the experts, Ratan Tata 
has managed to sail through many ad- 
versities successfully and proved his 
mettle in a tough marketplace. His 
rise to the topmost position of the 
group was marked by bitter fights be- 
tween him and some well-entrenched 
senior CEOs in the group eager to pro- 
tect their own turf. Overcoming the 
initial opposition, he then steadfastly 
transformed the group into one mean- 
ingful conglomerate. However, in re- 
cent times, the Group has been bat- 
tered by a gamut of problems. Declin- 
ing consumer demand, problems in in- 
tegrating global assets, inadequate 
funds, and now global terrorism have 
made the life of Ratan Tata tougher. 
However, if there is one man who can 
steer the Tata ship through this rough 
weather, it is only Ratan Tata. As in- 
dustry observers say, the Tata Group 
will surely rebound. It has great lead- 
ership with a steely spirit at the top 
and dedicated human resources 
across all levels of the workforce. And 
this became increasingly apparent 
during the recent terrorist attack, 
where the Taj staff worked altruisti- 
cally to save and comfort the guests. 
Same kind of dedication and efforts by 
the Tata Group are likely to rescue the 
Tatas this time too. » 
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‘Nortel’s Bankruptcy 


Beginning of the End? 








The Canadian telecom gear maker hopes to emerge financially stronger 
post-bankruptcy. However, industry experts foresee feeble chances of a 
revival sans part sell-off or complete liquidation. 





n January 14, 2009, Nortel 

Networks, the world’s largest 

maker of telecommunications 
equipment, announced that it was filing 
for Chapter 11 bankruptcy protection in 
the US, Canada and Europe. However, 
the shocking revelation did not come as 
a surprise though. For, the fact that 
Nortel Networks, the world’s largest 
maker of telecom equipments, was in 
trouble for long was not hidden from 
anyone in the telecom industry. Despite 
a series of restructuring measures, in- 
cluding thousands of job cuts, the com- 
pany has failed to reverse its slide that 
began in the wake of the burst of the 
technology bubble in the early part of 
this decade. The announcement comes 
on the heels of a worst third quarter 


September 2008 results, which saw the 


Ontario-based company post a loss of 


$3.4 bn or $6.85 a share on the back of a 
declining revenue which fell 14% to $2.3 








bn. The company’s lenders were in for a 
rude shock as the announcement came 
just a day before the scheduled interest 
payment of $107 mn, though it said it 
has about $2.4 bn in cash. Also, citing 
reduced spending by customers, the 
company lowered its outlook for the sec- 
ond time in the last two months. 
However, it is unclear how the com- 
pany expects to recover from bank- 
ruptcy as it faces a slew of challenges: 
while its core business is fast declining, 
it has been too lazy to catch up with in- 
novative rivals like Cisco and other fast 
growing companies. Business at the 
company’s core unit, which sells equip- 
ment to telephone companies, fell by 
24%. Further, there have been 16 
rounds of layoffs since the tech bubble 
burst in 2000, not to mention the ac- 
counting scandal. A section of analysts 
feel that the way out is liquidation. “I 
don’t think it’s going to exist”, said 


Mark Sue, an analyst with RBC Capi- 
tal Markets. 


A telecom titan’s rise 

In 1895, Bell Telephone Company of 
Canada spun off its manufacturing 
business as Northern Electric and 
Manufacturing. Supplying telecommu- 
nications equipment for Canada’s 
fledgling telephone system, the com- 
pany, over the years, grew to emerge as 
the world’s top telecommunications 
gear maker. It was rechristened Nortel 
Networks post its 1998 acquisition of 
Bay Networks. The acquisition allowed 
Nortel to emerge as a strong player to 
capitalize on the burgeoning demand 
for Internet and other communica- 
tions networks which drove the sales 
of optical equipment made by Nortel 
and Alcatel-Lucent among others. 
During the heydays of the technology 
boom of the 1990s, the company was 
the darling of stock investors. At one 
point of time, it even accounted for al- 
most a third of market-capitalization 
of all the equities traded on the 
Toronto Stock Exchange. Nortel’s 
shares traded at a hefty 124.50 Cana- 
dian dollars in July 2000. 

However, with the dawn of the 21" 
century, the technology bubble burst. 
With many Internet startups or the so- 
called dotcoms having gone bust and 
the technology sector, as a whole, facing 
a bleak prospect, valuations crashed 
through the roof, thus shunting the 
credit supply to even big tech firms. 
This forced firms to make drastic cuts 
in technology spending, which in turn 
led to a drop in demand for building 
telecommunications networks and 
hence equipments. The mayhem in the 
technology market badly affected gear 
manufacturers like Nortel. Its prob- 
lems got further aggravated by bank- 
ruptcies at many clients as well as the 
fire sale of used gears by financially- 
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Nortel's Business and Financial Restructuring — In a Nutshell 


troubled rivals. The revelation of ac- 
counting scandal in 2001 that led to 
criminal charges against three of its 
former executives added to its woes 
further. 

Years of trouble have done enough 
damage to the company so much so that 
it is now even said to be exploring the 
option to sell lucrative optical commu- 
nications products unit, its most pre- 
c.ous business during the height of the 
technology boom. 


A long, arduous journey, down 
the hill 
Nortel’s ambitious turnaround began in 
2005 under the leadership of Mike 
Zafirovski, an ex-GE hand and a former 
Motorola executive at the hugely suc- 
cessful MOT phone units. Zafirovski 
faced the tough task of reviving the 
company’s slackening sales and steer- 
ing it out of managerial turbulence in 
the wake of the tech bubble burst and 
the ravages it caused at the global 
telecom industry and the accounting 
scandal. The revelation of financial 
fraud in Nortel by the US Securities 
and Exchange Commission (SEC) in 
2004 resulted in the euster of the then 
CEO, Frank Dunn, along with nine cther 
high-ranking executives, by the board. 
Zafirovski concentrated on the pref- 
itability of the company. He raised the 
target for increasing operating mar- 
gins from 6 to 19%. To achieve this, ne 
cut down jobs and disposed off busi- 
nesses. In 2006, Zafirovski enrolled 
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Roese, a famous technologist, to re- 
structure its reeling R&D department, 
which was spending $2 bn per annum 
in R&D. Roese, started off with redi- 
recting 60% towards core businesses, 
20% for emerging technologies, and the 
remaining for declining products. Pre- 
viously, 55% of expenditure was in- 
curred on ‘legacy products’ like conven- 
tional phone gear which was replaced 
with the new Internet-based equip- 
ment. Roese started Incubation Pro- 
gram and Innovation Lab, which devel- 
oped new technologies like Web 2.0 ap- 
plication. Nortel soon entered into 
partnership with the Defense Ad- 
vanced Research Projects Agency and 
the National Science Foundation for 
research purpose and used public blog 
for communicating with customers and 





Whither Bottom? 
“Nortel's Stock Price 
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tried to re-establish Nortel’s innovator 
image in the market. 
However, Nortel’s efforts to enter 


into web-based collaboration software ~ 


were received with an air of skepticism. 
It faced tough competition from its ri- 
vals Alcatel-Lucent and Cisco, while its 
own Web 2.0 was not received well by 
the customers. According to Grady 
Burkett, an equity analyst at 
Morningstar, “The Web 2.0 projects 
just didn’t seem to fit for Nortel, noting 
that some 40% of the company’s busi- 
ness still comes from the core carrier 
business.” 

Attempts to produce new innovative 
products and businesses were either too 


late or were not up to the markets’ ex- 


pectations and requirements. In Sep- 
tember last, it planned to sell its fiber 
optic equipment and Internet-related 
business unit, which was viewed by the 
market as a strong asset, but failed to 
find a buyer. This put management in 
discommode. Its troubles only grew 
with the onset of the financial crisis 
that first began in the US in summer 
last year and later spread to Europe, 
and now the entire global economy is 
facing the heat, which has hampered 
telecommunication equipment orders. 
Lack of credit in the market has forced 
telecom operators to cut spending 
amidst declining consumer demand. 
Added to this, stiff competition from 
Cisco and an improved Alcatel-Lucent 
has made the turnaround plans of 
Nortel too feeble. 
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Nortel's Bankruptcy 
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Hoping against hope 
The company expects that the bank- 
ruptcy filing gives it an opportunity to 
restructure its debts and it may eventu- 
ally negotiate its $4.5 bn debt (by reduc- 
ing it) to $900 mn. In order to achieve 
this, Zafirovski will have to either sell 
some businesses or close down a few 
businesses for bankruptcy restructur- 
ing. However, its decade-long trouble 
has seen the company indulge in an end- 


Slowdown Rings in, Louder 
Nortel’s Third Quarter Revenue 
be 
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less effort to cut costs and trim 
workforce. Since 2001, the company has 
initiated several restructuring mea- 
sures that include 16 rounds of layoff, 
which saw 1,200 job cuts and an addi- 
tion of 1,300 job cuts in the top rank, 
besides discarding its UMTS platform, 
a 3G technology. Against this backdrop, 
the latest move expectedly has not re- 
ceived any positive reaction from ex- 
perts, a majority of whom believe that it 
might be the beginning ofthe end for the 
Canadian telecom bellwether. “Though 
Nortel Networks is vowing to return 
from bankruptcy as a stronger, 
healthier version of its current self, it’s 
more likely the company will be broken 
apart and/or acquired by other equip- 
ment vendors, which could significantly 
re-order the landscape of today’s 
telecom suppliers,” said Dana 
Cooperson and Matt Walker, Analysts 
at the consultancy firm, Ovum. “It’s un- 
clear at this point which assets might 


Cost-cutting 
Measures Implemented at Nortel 





remain with Nortel after it restruc- 
tures. How it is divided—if it is divided 
—may depend in part on gaps in the 
product portfolios of vendors bidding for 
assets,” said a commentary on 
telephonyonline.com. The company re- 
cently restructured itself into three 
units, namely Enterprise, Carrier Net- 
works and Metro Ethernet Networks 
(including optical gear), a move which 
experts feel would eventually lead to 
sell-offs. “For example, Ericsson and 
(Nokia Siemens Networks) both have 
gaps in their wireline portfolios and 
little position in enterprise,” the Ovum 
analysts were quoted as saying by the 
website. 

In the meanwhile, rivals are cir- 
cling the trouble-hit gear maker in the 
hope of grabbing the lucrative pieces 
(read: businesses). For instance 
Nortel’s 4G wireless technology may be 
useful to Alcatel-Lucent, NEC or ZTE. 
“Juniper (Networks), Tellabs and 
Ciena would benefit from looking care- 
fully at Nortel. Nortel has channel 
depth outside of North America, which 
is of high value to these companies,” 
the website cited the analyst duo say- 
ing so. Perhaps that will end a troubled 
journey of nearly a decade for what was 
once a force to reckon with in the highiy 
promising telecom gear manufacturing 
business.« 


~ Amit Singh Sisodiya and Sudesh Gonela 
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DTH in India 


Opportunity Beckons 





As Direct-to-Home (DTH) is fast becoming a household name, year 2009 
could prove to be more action-packed than the previous year, with the next 


generation set-top box. 





hough the global financial cata- 
clysm has played spoilsport in 
almost all the industries 
across the globe, the Direct-to-Home 
(DTH) industry is one of the very few 
which does not seem to have fallen prey 
to it. Indeed, the global recession and 
financial turmoil have had a favorable 
impact on the DTH industry in India. 
During times of recession, most of the 
consumers are compelled to cut down 
on their entertainment bills and stick 
to the cheaper forms of entertainment 
such as television. Therefore, DTH 
players are gearing up to cash in on 
this trend to entice Indian consumers 
with discount schemes, competitive 






pricing, ambitious targets to improve 


the subscription base, many popular 
channels, set-top boxes with superior 
quality, improved content, etc. 





The DTH market, which accounts 
for nearly 7 million subscribers, is 
less than 10% of the 85 million cable 
and satellite subscribers. Having 
seen a positive growth in 2008, indus- 
try analysts are quite optimistic and 
predict that by 2012 the number 
would increase to 25 million. Right 
now, the industry is dominated by a 
handful of players. Initially, three 
commercial players entered the fray 
whose parents are lead broadcasters, 
such as Star TV in the case of Tata 
Sky, Zee TV in the case of Dish TV, 
and Sun TV in the case of Sun Direct. 
In the second slot, a majority of the 
players who have joined the band- 
wagon are telecom players such as Re- 
liance Communications in the case of 
Big TV and Bharti Airtel in the case of 
Digital Airtel. Given the stiff level of 


competition that this premium ser- 
vice will face from the existing multi- 
channel cable network, new entrants 
need to clearly master the winning 
rules of the game. 


Niche to mainstream 

In fact, the Indian home entertain- 
ment sector has come a long way from 
the days when there was only one na- 
tional channel to the era of satellite 
television, with DTH being one of the 
latest developments. DTH technol- 
ogy came into light when the govern- 
ment set on the path of digitalization 
in an attempt to curb the malprac- 
tices of cable operators to save on the 
fee they pay to the broadcasters. 
However, in a short span of time, 
DTH industry has grown from being a 
niche segment to emerge as main- 
stream business. It has given an ar- 
ray of choices to many households in 
the developing markets. 

DTH, indeed a satellite transmis- 
sion via Ku-Band (Kurtz-under band), 
is used for editing and broadcasting 
satellite television with a frequency of 
10-17 GHz. As a result, a small an- 
tenna can be used for the transmis- 
sion of the signals. In general, DTH 
service is one in which a large number 
of channels are digitally compressed, 
encrypted and beamed from very high 
power satellites. The programs can be 
directly received at home, thus elimi- 
nating the cable operators, as the 
technology does away with the wires 
and cables required. That is the rea- 
son why DTH players initially concen- 
trated on the cable-dry areas where 
the cable operators could not reach. In 
this regard, industry experts com- 
ment, “We are an alternative to the 
cable operator. The growth will come 
from the cable-dry areas as well as 
from the cable-frustrated consumers.” 
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Sky wars getting bigger 

Pay-TV services are catching up in 
India, with the advent of the broad- 
band and the increasing number of 
tech-savvy population, thereby fuelling 
the craze for digitai services signifi- 
cantly. The new DTH players in the 
country have to face competition net 
only from the eld analog cable TV net- 
works but also from the emerging digi- 
tal IPTV services. Undeniably, Dadian 
subscribers are bombarded with more 
number of alternatives to watch their 
favorite TV shows. In the near future, 
the market weuld become the battle- 
ground for cable operators, and DTH 
and IPTV players. However, the battle 
among the television broadcasting sys- 
tems in India would largely be im- 
pacted by the content and cost. 

The cultural diversity and hetero- 
geneous nature of the Indian viewers 
demands more variety in the content 
telecasted on their TV sets. The cost 
and content offered through DTH net- 


that of cable networks. 





works is more alluring to the subscrib- 
ers than that of cable networks. Be- 
sides offering superior class broad- 
casting services, DTH offers interac- 
tive TV services like movie-on-demand 
and interactive sports, while in the fu- 
ture DTH is expected to offer Internet 
and video conferencing. In an attempt 
to beat out the competition, DTE play- 
ers are directly targeting the cable op- 
erators, by cutting down their monthly 
subscription charges to as low as cable 
charges. Another advantage to the sub- 
scribers of DTH is that they can freely 
move to different places in India with- 
out incurring any additional installa- 
tion charges, because the set-top box or 
antenna once purchased is forever; so 
with respect to mobility there would 
not be any hindrance. 

The cable TV industry, which is 
very disorganized with around 40,000 
cperators in the country, cannot offer 
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The cost and content offered through DTH 
networks is more alluring to the subscribers than 


this luxury even if it consolidates in the 
future. 

Not only the other traditional cable 
networks, but DTH players will also 
have to face competition from the 
Internet Protocol Television (IPTV). 
IPTV is transmitting TV signals 
through telecommunication networks, 
including video, audio and data ser- 
vices. Although IPTV has not picked up 
fast in India as of now, the higher net- 
work quality and premium content 
availability—the SD (Standard Defi- 
nition) or HD (High Definition) TV con- 
tent availability—with personalized 
and interactive features will surely be 
a threat to the DTH players. Moreover, 
IPTV enables users to search for infor- 
mation, and its picture-in-picture func- 
tionality provides an option to the us- 
ers to surf the channels without 
switching off their current program. 
Players such as MTNL, BSNL, Reli- 
ance and Airtel provide IPTV services 
in India. 





The Indian government has opened 
its doors for digital transmission of TV 
programs. Hence in the coming years, 
all the three technologies (cable, DTH 
and IPTV) would support and hasten 
the migration from analog to digital. 


The DTH race is on 

Desperate times call for desperate 
measures, and the current Indian DTH 
market is witnessing the cola wars of 
the heydays. Apart from cable and 
IPTV networks, existing DTH players 
are facing tough competition from the 
new entrants entering the fray. Till the 
recent past, the DTH space was ruled 
by only two players, Dish TV and Tata 
Sky. Nevertheless, with the entry of 
new players, inter-firm rivalries have 
brought sweeping changes in that 
space. All the six players in the market 
are primarily competing on price, con- 
tent and the number of subscribers. 


The traditional Indian viewers are 
more attracted to the variety of the ; 
content, hence, the companies are vy 
ing for the popular spray of channels. 
Dish TV leads the domain; they claim 
that they offer approximately 205 
channels to the users, while its com- 
petitors offer around 180 to 200 only. 
They are also promising to provide 350 
channels in the future. 

To have an edge over their rivals, 
the new entrants such as Airtel Digi- 
tal, Reliance Big TV and Sun Direct 
are launching teaser campaigns with 
creative concepts and packages to at- 
tract customers. They have entered the 
market with new MPEG-4 (Moving — 
Picture Experts Group) technology, A 
surpassing Dish TV and Tata Sky 
which use MPEG-2 technology. MPEG- 
4, a high definition platform, is advan- 
tageous to both the operators and cus- 
tomers. The operators can broadcast 
more number of channels with maxi- 
mum quality and clarity, which might 
increase the price of the set-top boxes, 
but otherwise it will be a better option 
than MPEG-2. Further, Reliance Big 
TV has also plans to offer a small LCD 
TV along with its set-top box. 

To counter the competition in 2008, 
Tata Sky added a novel feature to its 
ambit, the XTV PVR. This makes Tata 
Sky the 19 company in the world offer- 
ing such a feature in the DTH space. On 
the other hand, the fact that the market _ 
leader, Dish TV, has not even grabbed 
5% of the market share, leaves ample 
space for the new players to occupy. To 
cash in on this untapped potential, the 
companies are coming out with aggres- 
sive plans to offer more interactive and 
complementary services. 

Another major improvement in 
2008 is the formation of DOAI (DTH 
Operators Association of India), where 
all the major players including Dish 
TV, Tata Sky, Reliance Big TV, Bharti 
Airtel and Sun Direct have formed an 
association to synchronize the sector’s 
issues with the regulator and the gov- 
ernment. 


Confronting challenges 
Currently, the DTH industry is facmg 
multifarious challenges pertaining to 
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-or two to move into. the growth (read profit- 


: : have a deep pocket to sustain the losses till then. 

-With the ever-increasing number of players, especially from 
telecom, entering the DTH space, what are the survival strategies 

adopted by the players to sustain themselves in the business? 


<- Being a highly competitive market, price seems to be the 
_ key differentiator. There is not much of content differen- ; 
tiation except for the limited VOD (Video-on-Demand) or 





interactive services. So in the near-term, the prices will 
_ drop as players want to increase their market share. Post 
: purchase, I think customer service will be the key driver 
-< for customer retention. Widespread service network and 
ease of recharge (availability of payment counters, top-up 
coupons) will determine the winner in the rural market, 
’ whereas niche content would be the driver in ii 
market. 
-- So the basic aiwa strategy would be to gain market 
are by focusing on both rural rban populace, sus- 
sses in the meantime and t 
remium content with multiple P ce points. 


w do you see the competition to DTH business irom other alter- 
es such as cable TV, CAS and IPTV? i 
t think that the Cable TV/CAS vendors are doing 
ing substantial to increase their competitive supe- 
. As the switching cost to DTH reduces further and 
-of-mouth marketing increases, more households 
ld migrate to DTH platform. Definitely, there would 
some organized lobbying and protests from the opera- 
` tors, but if the DTH operators are able to utilize these 
“operators as their distribution/service partners, then a 
utually profitable ecosystem can evolve. 
On the other hand, IPTV poses a serious threat to 
ae The promise of Voice, Broadband and Video offers 
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and IPTV simultaneously. It can utilize its existing broad- 
band user base of three million and push the IPTV. solus 
tions. The potential for cross-selling i is very high. The dam- 
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IPTV is technically i superior as glitches such as- ain 
smission, and advanced fea 
tures such as ‘time shifting’ (that are only available in a 
premium segment DVR STB like Tatasky+) are available 
without a premium. 








What are the chal lenges confronting the DTH market? 


Profitability is the main challenge. In an attempt to in- 
crease the market share, a rampant price cut is happen- 
ing. On the other hand, the content cost, licensing fee, and 
selling and distribution are increasing, The weak eco- 
nomic scenario also prevents. people from switching to. 
DTH. Differentiation is the next challenge. Price alone 
cannot be a differentiator for a long time. DTH players 
have to innovate both in terms of cost reduction (utilize 
Indian STBs, rely on local partners for servicing, and so on) 


and content differentiation through partnerships with 


content producers. 

How do you see the future of the DTH market in the short and 
long run? 

In the short run, conipetitinn would drive down the price in 


_ an attempt to increase the. market share. Profitability 


would be a big question as ARPU would drop and sub- 
scriber acquisition cost would i increase sharply. The mar- 
keting expenditures are already increasing with star 


brand ambassadors. Set-top boxes also cost more due to a 


weaker rupee. A wiser approach would be to focus more on 
differentiating i in terms of content, equipment and service, 
rather than price cuts. The potential market is larger and 
everyone can coexist without killing each other. 

In the long run, I see an industry consolidation leading 
to the emergence of two or three convergent. players—the _ 
ones who offer a complete solution over the entire spec 
trum of video, broadband, telephony and mobile. The a 
would be a few regional DTH players with smaller foot a 
prints, but the bigger portion of the pie would go to the 
convergent national player. 


*Industry Analyst, Chennai: India 





the nature of the industry. Although 
the sector seems to offer seamless ep- 
portunities to the existing broadcast- 
ers and for new entrants, it is still be- 
set by various challenges. Around 40% 
ef their revenues have to be shelled out 
in the form of entertainment and other 
taxes, and also around 12% in the form 
ef services charged by the centrai gov- 
ernment. This is drastically dampen- 
ing their margins. 

Due to the vast variety of cultures 
and languages, the DTH players have 
zo exploit the opportunities by adding 
‘oeal flavor to the universally accepted 
content, Łe., they have to think global 
and act local. Lack of interoperability 
and uniformity has also raised the con- 
cern of the DTH operators in the coun- 
try; it would be rather difficult for a 
subscriber to shift from one operator to 
another unless there is some technical 
interoperability and uniformity al- 
lowed in the set-top boxes. 





content. 





Further, the Indian government 
prohibits content exclusivity with any 
single player, hence content differen- 
tiation as a USP is not possible cur- 
rently. In this regard, the TRAI has 
mentioned that such feature encour- 
ages monopoly in the sector, and as of 
now the sector is not well-developed 
for such content exclusivity. Under 
such circumstances, the DTH opera- 
tors can only compete on price. More- 
over, the current PDI policies are not 
cro for foreign investors and, hence, 
are retarding the growth of DTH in the 
country as the total foreign equity is 
just 49%, with FDI limit of 20%. 
Whereas in the case of the cable in- 
dustry, foreign equity is allowed up to 
74%, and there is no limit on FDI. 
Therefore, a capital intensive sector 
like this needs FDI funds for further 
expansion and such discouraging poli- 
cies pose a threat to its expansion. 
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The DTH players have to exploit the opportunities 
by adding local flavor to the universally accepted 


Global outlook 

DTH has proved to be a fruitful sector 
in the present global crisis, with most 
of the Asian countries, such as Viet- 
nam, Pakistan, Indonesia and the 
Philippines, showing positive signs of 
development in the sector. During the 
year 2008, there are nearly 1.7 million 
DTH subscriptions in the Asia-Pacific 
region, and it is the fastest growing 
market recording approximately 23% 
of CAGR. Europe and North America 
account for nearly 80% of the global 
DTH revenues with 50% of the share 
grabbed by Europe. Of late, these 
economies are gradually shifting their 
investments towards the profitable 
Asia-Pacific and East European coun- 
tries. Latin America is also in the 
bush with a moderate growth rate, 
and it is expected to touch $22.8 bn by 
2013. Where IPTV is still in its in- 
fancy for want of better technology, in- 
frastructure, superior content and 


regulations, DTH is playing a signifi- 
cant role, like in Latin America. 

The global players in the industry 
are APT Satellite Holdings, Astro All 
Asia Networks, AUSTAR United 
Communications, BCE Inc., Chapar- 
ral Communications, DIRECTV, 
DREAM Satellite TV, EchoStar Com- 
munications, FOXTEL, Intelsat, 
JSAT Corporation, MEASAT Satel- 
lite Systems, Nahuelsat, Norsat In- 
ternational, Pace Micro Technology, 
Optus Communications, Shaw Com- 
munications, Shin Satellite Public 
(Thaicom), Star Group Limited, Sky 
Italia, SkyLife, Sky Network Televi- 
sion, SINO Satellite Communica- 
tions, Satmex and True Visions Pub- 
lic Company Limited. 

The introduction of Digital TV 
market has put a check on piracy in 
most of the Asian economies, while in 
Hong Kong, piracy, which accounted 





for $26 mn during 2007, has come 
down to $20 mn in the year 2008. « 
These numbers point to the growing @ 
significance of the digital markets. ~ 
Further, according to CASBAA (Cable 
& Satellite Broadcasting Association 
of Asia), pay-TV piracy in Asia seems 
set to stabilize in a digital world, even 
as the Asian market remains on the 
track for growth. 

Industry analysts predict that the 
global market for DTH would touch 
$512 bn during 2009, with major con- 
tributions from Asia, Africa, Middle 
East, Central and Eastern European 
regions. On the whole, the DTH ser- 
vices are moving ahead globally with | 
increasing revenues. According to a re- 7 i 
port published by Global Industry 
Analysts in 2008, the DTH subscrip- 
tions are expected to reach 133 million 
by 2010. The worldwide DTH market 
is expected to grow at a CAGR of 9.6%. 






The way ahead 

Allin all, the Indian DTH players may 
not face dangerous consequences 
other than the threat from the IPTV 
services in the near future. However, 
one cannot deny the fact that IPTV is 
still in its infancy stage as there 1s no 
mass deployment yet. In most of the 
entertainment hungry nations of 
Asia, the industry seems to be enthu- 
siastic about accepting new technolo- | 
gies, and operators are encouraging — 
them by offering premium content 
with feature-rich packages. A DTH 
operator, to sustain in the competitive 
markets, has to be a convergent player 
by being price and value conscious. Ac- 
cording to an Ernst & Young report, 
there would be 19 million DTH homes 
in the country by 2010, with almost 
16% of the cable operators shifting to 
DTH by then. In this regard, Jawahar 
Goel, MD, Dish TV, opines, “The In- 
dian market has a very large un- 
tapped consumer base. This is 
coupled with large diversity in terms 
of language, socio-economic status 
and geography. This provides im- 
mense opportunity for multiple ® 
players.”s# 
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Indian Retailing 


The Private Label Offensive 


with nationally advertised brand name 
products. Private labels are available 
only at retailer-owned outlets, as 
against manufacturer brands which are 
available at all stores. Prominent ex- 
amples of private labels in India in- 
clude Future Group’s John Miller, Bare, 
and Indigo Nation (apparels), Tasty 
Treat (FMCG), Sensei and Koryo (con- ! 
sumer durables), Reliance Select * 





The action is just getting hotter in the most happening private label space in 
India’s retailing industry. 





We are focusing on private labels ina 
big way. We want te take the share of prt- 
vate labels to 30 to 40% of our total busi- 
ness in the next 4-5 years. 

-~ Thomas Varghese 
CEO, AV Birla Retail 


V Biria Retail, the retailing 
juggernaut of the AV Birla 
„Group, recently announced its 
ambitious plan to launch a slew of pri- 
vate labels across categories such as 
personal care, durables and electrenics 
through its various formats that in- 
elude More. its retail chain of super- 
markets and aypermarkets. However, 
the action ia India’s retail market does 
not stop here. In fact, from Indian 
retailing’s big daddy, Kishore Biyami's 
Future Group to Mukesh Ambani-pro- 
moted Reliance Retail anc RPG’s 
Spencer's, a few of the pioneers of the 
retailing revclution in India, have all 
been vying fiercely to grab a bigger 
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share in the growing pie of private label. 
FoodWorld which perhaps started this 
trend a few years ago has seen big re- 
tailers such as Future Group and 
Spencer’s introduce, in recent times, 
their own private labels across a range 
of product categories like staples and 
cereals, processed foods, personal care 
and detergents, etc. With the aim to 
touch a turnover of Rs 10,000-cr in the 
next four years, Future Group plans to 
expand its private label empire further 
by launching its own brands of products 
in categories such as FMCG, consumer 
durables, electronics, and apparel. 
Private labels, also known as store 
brands, are store-specific, or more ap- 
propriately, retailer-specific brands, 
which a retailer uses to promote and 
sell his own products. The private label 
industry is a complex one and involves a 
host of marketing concepts. According 
to vijon.com, private labels’ primary fo- 
cus is to compete on a price/value basis 


(staple food). AV Birla Retail, however, 
has a large number of private labels, 
320 to be precise, covering categories 
such as processed foods (ketchups, 
jams, honey, carbonated drinks, chips, 
cookies under the brand, Feasters)}, per- 
sonal care products (Enriche), deter- 
gents, and dish wash bars (110%). 

The current great rush of private la- 
bels is driven by retailers’ strategy that 
is two-pronged: one, private labels fetch 
good margins; and, second, it is used as 
a ploy against manufacturers to 
squeeze more margins out of their 
pocket. However, a third dimension is 
also being added now—that is, declin- 
ing commodity prices coupled with 
down-trading, on the part of consumers, 
a trend that is gaining momentum in 
the wake of the worldwide economic 
slowdown and weak job market, which 
places private labels in a more advan- 
tageous position (vis-a-vis branded 
products), given the fact that they are 
generally 10-15% cheaper. 


Good track record 

While the private label is a relatively 
new development in India, it has been in 
existence for decades in developed mar- 
kets such as Canada and Europe, 
“where retail chains were more consoli- 
dated than in the US and consumers do 
not demand a broad range of choice,” 
says vijon.com. For instance, Boots, 
Britain’s leading drug chain has been 
selling its store brands since the early 
1970s. In fact, Sainsbury, another Brit- 





ish retailer, gets half of its revenues 
from its own store brands, which are po- 
sitioned as premium products, which 
also negates the popular perception 
that private labels are all about 
cheaper products. Going a step further, 
Britain’s famous retailer Marks & 
Spencer sells only private labels which 
carry its own name. 

However, the history of private la- 
bels goes much before, to the 1920s, 
when in 1927, Kenmore, probably the 
first private label, made its way into 
Sears stores as a laundry appliance, an 
agitator type, wringer washing ma- 
chine. According to its website, by 1936, 
one million Kenmore laundry items 





were already being sold by Sears stores. 
This private label today commands a 
market share which is extraordinary— 
50% higher than its closest competitor. 
The Kenmore brand boasts a long list of 
firsts in automatic appliances, energy 
efficiency, and stylish, modern designs. 
The iconic retailer Ikea, which has been 
selling home furnishing products since 
1943, is a great example of what a pri- 
vate label can do. The success of Ikea 
also shatters the myth about private 
labels being all about cheaper products. 
Zara, the high-end fashion retailer from 
Spain is another remarkable story of 
success of a store brand. Zara owns 
brands such as Massimo Dutti, Pull 





and Bear, Oysho, Uterqiie, Stradivarius 
and Bershka. Existing now for nearly 
three-and-a-half decades since the first 
Zara store opened in 1975, the marque 
retailer was once described by Daniel 
Piette, Fashion Director at Louis 
Vuitton as “possibly the most innova- 
tive and devastating retailer in the 
world.” 


India’s turn now 

Taking a cue from their international 
counterparts, Indian retailers are aim- 
ing for a bigger play as far as their pri- 
vate label strategy is concerned. Indeed, 
for the country’s fledgling retailing in- 
dustry, which is now facing unprec- 
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edented challenzes in the form of the 
economic slowdown and lower con- 
sumer spend, private label is emerging 
as a new business model. Even most re- 
tail stores gradually believe in private 
labels bridging the gap in their procuct 
mix and are aiming to fulfill the specific 
needs of the customers. Factors driving 
the private label push on the part of the 
retailers are the pricing strategy and 
better control in deliveries. Undoubt- 
edly, given the price-sensitive psyche of 
Indian consumers, retailers are relying 
more on the pr.cing aspect than any- 
thing else, at least for now. According to 
Ambeek Khemka, President, Vishal 
Retail, “In the past three months, sales 
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of private labels have gone up by 25% in 
our stores.” He further added, “In the 
food and grocery segment, sales of 
noodles, cold drink, wafers and mineral 
water under private label have in- 
creased compared with branded prod- 
ucts such as Maggi, Pepsi and Lays and 
Bisleri.” 

Among other factors which have an 
influence over the retailers’ shift to pri- 
vate labels include secured supply, 
higher margins and better inventory 
control. Besides, it also gives them sig- 
nificant bargaining power vis-a-vis 
manufactures of national-level brands 
(read: FMCG companies). Also, as 
some experts suggest, the opportunities 





to introduce a vast range of products are 
immense. According to vijon.com, “The 
industry’s major dynamic is its com- 
plexity of detail, as evidenced by the 
vast number of Stock Keeping Units 
(SKUs). Product, package, graphic de- 
sign, and size of orders are more vari- 
able in private label than for nationally 
advertised brands.” Pricing neverthe- 
less remains one of the key components 
of the private label strategy at most re- 
tailers. For instance, in Europe, private 
labels cost 10-20% less and some pri- 
vate label products are 25% cheaper’ 
than the branded ones in the US. Ac- 
cording to Ira Kalish, Director, Deloitte 
Research, “In the US, private labels are 
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Private Label's Profit Play 


Countries 


Customers 


expanding in all product categories and 
they make a good product mix. Comsum- 
ers find them good because of the cost 
differences.” 

Given a vast. growing middle class, 
it clearly explains why retailers like 
Future Group and AV Birla Retail are 
so bullish and gearing up for more ac- 
tion. For instance, the Kishore Biyani- 
owned Future Group is getting ready for 
more audacious foray, as it aims to 
launch a vast range of products in cat- 
egories from personal care to sports- 
wear to lingerie and even beauty prod- 
ucts in the near future. Rival Reliance 
Retail too has some ambitious plans for 
further strengthening its presence in 
the private label space. The Mukesh 
Ambani-promoted retailing giant is 
said to be readying for a major foray 
into this space, in mainly the food and 
groceries category, through a separate 
entity which would primarily cater to 
kirana stores and small retailers 
across the length and breadth of the 


country. 


Manufacturers beware, private 
labels are coming 

While in India. private labels at present 
account for a mere 5% of the organized 
retail business. experts believe that 
they may grow up to 30% once retail 
brands expand in the country. However, 
it is not going to be so easy a battle (to 
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Categories 
Price-quality considerations 
e Quality gap WiBs-PLs 
» Value gap MBs-PLs 
e Price-quality inference 
importance of category 
e involvement 


e Performance risk 


Brand trust 

Trust in MBs 

e Trust gap MBs-PLs 
Consumer buying process 
e Impulse buying 

e Share of budget 

Market actiibes 

e Promotional mtsensity 

ə Advertising intensity 

e New product activity 

e PL-MB package similarity 
e PL production by MBs 


e Difficulty of making category 





corner the manufacturers) for retailers 
as they launch their private label offen- 
sive. Over the years, retailers have con- 
centrated on betterments to make their 
branded lines as good as the branded 
products. According to Tom Epstein, 
President, Continental, “The biggest 
mistake people make is they don’t focus 
their products as niche products, which 
has been growing at 12 to 15% a year.” 
He added, “It’s hard to believe 
someone’s private label floor finish 
would be better [than a brand name] 
unless you don’t carry a branded line. In 
that case, you can say you've scoured 
many manufacturers to find the best 
product.” 

For the retailers who are willing to 
carry the private label items, the best 
way to attract the quality-conscious 
customers is through ‘show and tell’ 
strategy, though it is an old-fashioned 
one. Nevertheless it has to be initiated 
by the sales staff, and it must allow 
them to introduce products to the pro- 
spective customers and tell the effec- 
tiveness of the items. Many companies 
are observing sustained growth in the 
private label and anticipating that the 
future of the firms will be more profit- 
able as compared to brand name prod- 
ucts. This will create a great threat for 
the brand manufacturers, no doubt. In 
the meanwhile, brand manufacturers 
are realizing that there should be a sig- 


nificant change in the mindset on their 


part and recognize the fact that there is . 


an inability on the part of their execu% 


tives to accept the new certainty of the 
private labels. 

According to Naimish Dave, Direc- 
tor with OC&C Strategy Consultants, 
the whole idea of private labels is based 
on pricing and retailers get enough vol- 
umes on their shelf at marginal costing. 
Retailers have an opportunity to sell 
their private labels to kirana stores. 
But it depends on their strategy on pric- 
ing and marketing the right products. 
However, a significant factor for expan- 
sion of the private label market in any 
country is adequate access and influ- 
ence of organized retailers. Rajeev 
Karwal, Founder-Director of Milagrow 
Business and Knowledge Solutions 
said, “In the near future, private labels 
will be the new growth areas in India, 
but retailers will have to make sure 
that the private labels get higher gross 
margins from branded products.” What 
further tilts the scale in favor of private 
labels is the ongoing economic slow- 
down. 

As consumers slash their monthly 
budgets, they are looking for cheaper, 
not necessarily cheaper quality, prod- 
ucts. And that is where retailers can 
make a killing. Already, retailers like 
Future Group are running monthlong 
promotional campaigns, offering dis- 
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counts up to 50-60% on a wide range of 


products across its formats such as Big 
Bazaar, Food Bazaar, Home Town and 
Central. Rajan Malhotra, CEO of Fu- 
ture Group-led Big Bazaar said, “We 
believe that India’s growth story will be 
fueled by consumption and we have 
taken the lead to do that as a leading 
retailer. Also, commodity prices have 
dropped, excise duties and 
countervailing duties are lower. This 
gives us enough opportunities to pass 
on the benefits to consumers and also 
win customer loyalty.” Surely, while for 
recession-hit consumers, cash is king 
and discounts are most welcome, it is 
the private label players for whom the 


future looks bright.= y 


— Amit Singh Sisodiya and Imrana Moghul 
Reference # 01M-2009-03-12-01 
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“Indian IPO Market 


Living to Fight Another Day 





While the companies that either deferred or cancelled their IPOs in 2008 
may decide to go public this year, there is no gainsaying the view that 2009 


will not be any different. 





isfortunes rarely come singly. 

The macroeconomic review of 

the Reserve Bank of India 
(RBD for the third quarter, released in the 
last week of January, underscored this be- 
lief, when it confirmed what has been pub- 
lic knowledge for quite some time now: 
that the Indian economy is slowing down 
in the backdrop of recession in the US, Eu- 
rope and Japan. While growth has been 
forecasted to decelerate to 6-8% in this fis- 
cal, the slump in economic activity is ex- 
pected to translate into a decline in tax 
revenue collections to government’s exche- 
quer and a sharp rise in the combined fis- 
cal deficit of the Center and States to over 
10.5% of GDP, which is bound to deny the 
governments the much-needed leeway to 
come up with fiscal thrusts. 


M 
Light at the end of the tunnel? 
Though inflation is showing signs of eas- 
ing—following the drop in the prices of 
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commodities, especially those of crude oil, 
steel and a few food items—and con- 
sumption demand is expected to grow due 
to the fiscal stimulus measures an- 
nounced by the government, cuts in the 
cash reserve ratio and repo rate an- 
nounced by the RBI, Sixth Pay Commis- 
sion largesse, debt waiver for farmers, 
and pre-election expenditure, indications 
are that the light at the end of the tunnel 
could be, to borrow the words of cricket 
commentator Navjot Singh Sidhu, that of 
an oncoming recessionary train, as the 
predicted shortfall in the output of major 
agricultural commodities for 2008-09 and 
the upward pressure on primary articles’ 
inflation and aggressive monetary easing, 
both domestically and internationally, 
could pose upside risks to inflationary ex- 
pectations. 

As the RBI has warned, “If the reces- 
sion is deeper and the recovery is long- 
drawn, as is the current expectation, 


emerging economies have also to contend 
with second-round effects in the form of 
potential terms of trade losses, erosion of 
export competitiveness and restricted ex- 
ternal financing.” While the credit freeze 
is showing no signs of thawing, there are 
not many options available to cash- 
starved companies in these troubled 
times when credit standards have tight- 
ened and banks are hoarding cash and are 
reluctant to lend even to creditworthy 
businesses, despite the fiscal initiatives 
by the RBI. Since bailouts and relief pack- 
ages from the governments often come 
with strings attached, the companies are 
not left with many options to secure capi- 
tal. Of the couple of options available to 
companies that are hungry for capital, Ini- 
tial Public Offering (IPO) is one. 


Amid a sea of troubles 

Issuing stocks and shares is a proven 
way to raise revenue for corporate needs, 
such as working capital, research and de- 
velopment, marketing, business expan- 
sion, and acquisitions. While IPO does 
give a company direct access to public 
capital, the moot question is whether 
there are enough takers for new equity of- 
ferings, given the predicament that global 
economy finds itself in—recession has 
laid low many a developed economy; 
growth has drastically slackened; many 
big banks and financial institutions are 
neck deep in problems that are largely 
self-chosen; world stock markets have 
fallen; and governments are fumbling to 
put together bailout packages to prop up 
their financial systems. 

Given the fact that 2008 was particu- 
larly a bad year for the primary market, 
there are not many who are ready to bet 
on a swift recovery of the primary market 
anytime in the near future. According to 
data compiled by Bloomberg, 2008 was 
the worst year for Indian IPOs. Though 
34 Indian companies raised Rs 18,300 er 
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indian IPO Market 
through IPOs—of which a single issue, 
the IPO of Anil Dhirubhai Ambani 
Group’s Reliance Power Ltd., accounted 
“or Rs 10,100 cr—it was a 45.96% drop 
from the Rs 33,800 cr raised through 
[POs in 2007, as the fall of BSE Sensex 
from the record. 21,000-mark in January 
2008 to below 10,000-mark by October 
2008 found its reverberations in the pri- 
mary market as well. The data further 
indicates that even Qualified Institu- 
tional Placements (QIPs), through which 
shares are issued to institutional inves- 
tors by promoters of listed companies, 
witnessed a sharp decline of 83.26% to 
Rs 3,700 cr in 2008 from Rs 22.109 er in 
2007. Though funds raised through 
rights issues nearly quadrupled te Rs 
29 500 cr in 2008 from Rs 8,00€ cr in 
2007, companies like Tata Motors Ltd. 
and aluminum-maker Hindalco Indus- 
tries Ltd., which took recourse to this 
route to raise funds. did not find many 
takers for their stocks, forcing the groups 
founders to purchase the rights issues. 
The situation in primary market was 
so worse in 2008 that companies had to 
either cancel or defer their [POs due to 
investor incifference and gloomy market 
conditions. While realty major Emaar 
MGF Ltd., Wockhardt Hospitals, SVEC 
Constructions, and Jaiprakash Power 
Ventures Ltd. withdrew their offers. the 
telecom infrastructure unit of Reliance 
Communications, Reliance Infratel, the 
Multi Commodity Exchange and UTI 
AMC postponed their IPOs last year. Ac- 
cording to a report in The Ecenemic 
Times (December 29, 2008), only six af 
the 37 IPOs (16%) received oversubscrip- 
tion of more than 10 times in 2008, com- 
pared to 50 out of 101 IPOs (50%) in 
9007. In fact, as many as 14 issues barely 
managed to get a one-time subscription. 
Worse, three [POs had to be canceled be- 
cause of lack of response, including the 
Rs 5,436 cr issue of Emaar MGF and the 
Rs 564 er issue of Wockhardt Hospitals. 


From the pot of frustration into the 
fire of uncertainty 

If the IPO experience in 2008 is any indi- 
cation, then the primary market is in for 
a prolonged slump in 2009 as well. There 
are other pointers as well. For one, the 
secondary market is not showing any 
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signs of recovery. For another, the 
recessionary phase in developed econo- 
mies appears to be all set to last 
throughout the year, which may force the 
foreign institutional investors to lie low 
for quite a while. And as the data com- 
piled by Nexgen Capitals reveals, the 
companies that came out with IPOs in 
2008 saw a 65% drop in returns, and 
those that got listed in 2007 are now 
trading down at 56%, suggesting poor re- 
sponse to the post-IPO listings in the sec- 
ondary market. 

However, this has not apparently 
dissuaded India Inc in any way, and quite 
a few of them are reportedly planning to 
test the waters of the primary market. 
According to a study by Thomson 
Reuters, quite a few Indian entities are 
gearing up this year to raise Rs 77,500 cr, 
which is more than four times the money 
raised in 2008, through public issues. 
Also, India is expected to capture 16% of 
the IPO market in the Asia-Pacific region. 
The IPOs slated for 2009 include offers 
from UTI Asset Management, NHPC, Oil 
India, and RITES. According to Prime, a 
primary market tracking firm, as many 
as 37 companies had to defer their IPOs 
in 2008 owing to bleak market condi- 
tions, including Anil Ambani group’s Re- 
liance Infratel (Rs 6,000 cr), Adani Power 
(Rs 5,630 cr), Jaiprakash Power Ven- 
tures (Rs 4,000 er), and Kishore Biyani- 
led Future Ventures (Rs 2,660 cr). These 
firms may revive their plans this year. A 
mega Rs 40,000 cr [PO from state-run 
Bharat Sanchar Nigam Ltd. (BSNL) is 
also in the offing. 

There are many reasons for the pro- 
jected spurt in the number and volume of 
IPOs in 2009. The urgent need for capital, 
especially in sectors like financial ser- 
vices, infrastructure, telecom, power, and 
retail, is certainly one of the reasons. 
Also, under the new capital adequacy 
framework based on the Basel H recom- 
mendations, effective from March 31, 
2009, firms in the financial sector are re- 
quired to hold adequate capital reserves, 
which may force financial companies to 
mull IPOs. Also, the 83 IPOs, worth Rs 
1,27,500 cr, which were deferred amid in- 
vestor apathy last year, may not be in a 
position to afford any further delay in go- 
ing public. 


Hope springs eternal 
That begs the question: “Will the IPO | 
scene be any different in 2009?” Many” 
analysts believe that the hope that the 
Indian IPO market will recover this year 
is highly misplaced. True, the issuers are 
enthusiastic and are ready with their cf- 
fers, but the investors may not evince 
similar interest in what is on offer. While 
the investors—as a report by Renais- 
sance Capital, a US-based research and 
investment management services firm, 
suggests—may be coaxed back into 
riskier investment sectors with heavy 
discount in prices, it is doubtful whether 
firms can afford to sell equity very ie 
in these turbulent times. 

Also, the recovery of primary nate : 
largely depends on the health of the sec- 
ondary market. With the corporate world 
beset with a multitude of problems, such 
as credit squeeze, capital outflow, growth 
decline and job loss, it will take quite a 
while for the secondary market to wade 
through the market muddle typified by 
sustained bearish trend, continued vola- 
tility and investor apathy. Also, the re- 
cent exercise by the Ministry of Corpo- 
rate Affairs and Sebi to carry out, in the 
wake of Satyam fraud, a mammoth exer- 
cise to check whether any fund raised 
through IPOs has been siphoned off for 
purposes other than stated in the pro- 
spectus is sure to create some doubts in 
the minds of companies. What’s more, | 
with the general elections to the Indian 
Lok Sabha, expected to be held some 
time around May 2009, it is imprudent 
to expect any immediate upturn in the 
secondary as well as primary markets. 

Gordon Binder, the former CEO of 
Amgen, a biotechnology major, writes in 
his book, Science Lessons: What the Busi- 
ness of Biotech Taught Me About Manage- 
ment, that companies should appreciate 
the importance of perfect. timing while 
mulling a public offering. While year 
2009 may not be the perfect time to con- 
sider an IPO, a few companies may hope, 
based on their track records, to command 
some interest from the investors. Though 
it may appear to be a case of hoping | 
against hope, hope after all does spring’ 
eternal. » 

_~ R Venkatesan lyengar 
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Suture of Computing 





A Walk in the Clouds? 





Cloud computing, the present rage in online computing, has taken the IT 
industry by storm. It offers an entirely new dimension to computing and 
promises to remarkably change the way people work and companies 


operate. 





he Business Web has come a 

long way from being a static 

place, where businesses just 
publish and search for information, to 
emerge as a dynamic virtual workplace 
wherein employees create and share in- 
formation in more flexible and evolving 
ways. Thereby Information Technology 
(IT) has transformed the way organiza- 
tions communicate across the globe, 
and it is presently moving towards a 
global computing phenomenon that 
makes it accessible from anywhere in 
the world. Cloud computing is the latest 
buzzword that has been tossed around 
a lot these days in global IT circles. This 
_ latest form of computing enables users 
to access information from anywhere in 
the world at anytime, thus unchaining 
them from machines at homes and of- 
fices. 


I oa a i m 


Computing has undergone a 
plethora of mutations or platform 
shifts and finally come a full circle with 
the evolution of cloud computing. 
Cloud computing is indeed a modern 
version of an outdated IT solution, the 
mainframes. The original computing 
platform, mainframes, was done away 
with minicomputers, which, in turn, 
were knocked out by personal comput- 
ers that are now being elbowed out by 
handheld devices and smart phones. 
With each mutation, the architecture 
of computing is becoming more distrib- 
uted. Finally, with cloud computing, 
computing is taking yet another new 
shape with the revisiting of the cen- 
tralized mainframe platform concept. 
This underlines the fact that the effi- 
ciencies of a centralized computing in- 
frastructure, which can easily be ac- 


cessed via the Internet, are just too 
tough to ignore. 

Though global IT giants have sig- 
nificantly changed the world in a num- 
ber of ways, the latest technologies like 
cloud computing are changing the way 
global giants work. To confront the glo- 
bal financial crisis effectively, they are 
zeroing in on cost-effective cloud com- 
puting technologies. While Google is 
leading the bandwagon, others such as 
IBM, Yahoo!, Microsoft, eBay, Wipro 
and Salesforce.com, are following suit. 
Merrill Lynch has predicted that the 
cloud computing market would reach a 
phenomenal sum of $160 bn by 2011, 
with $95 bn going into applications for 
business and productivity services, and 
the remaining $65 bn to be spent on 
online advertising. As more and more 
vendors roll out cloud computing ser- 
vices, they are aggressively seeking to 
define this emerging market on their 
own terms. 


Contours of the cloud 
Undeniably, many of the online users 
often choose to use web mail services, 
store data online, or use software pro- 
grams whose functionality is located on 
the web. This implies that all these us- 
ers are making use of cloud computing 
with or without their knowledge. Any- 
one with a suitable Internet connection 
and a standard browser can access a 
cloud application. Different names are 
used for this kind of platform today, in- 
cluding on-demand platform and Plat- 
form as a Service (PaaS). 
Internet-based (Cloud) develop- 
ment and use of computer technology 
(Computing) together form cloud com- 
puting. Besides this, Cloud is the sym- 
bolic name for the central mainframe. 
Cloud computing is indeed an emerging 
architecture, wherein data and applica- 
tions reside in cyberspace (rather than 
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on an end-user’s computer) in a large, 
central mainframe which is linked to 
the local portals. A Google spokesper- 
son added, “This means people can ac- 
cess the information that they need 
from any device with an Internet connec- 
tion—including mobile and handheld 
phones—rather than being chained to 
the desktop. It also means lower costs, 
since there is no need to install software 
or hardware.” 

Of late, many organizations are 
choosing to go for cloud computing to 
make their task easier. For instance, 
cloud computing could resolve a big 
challenge of The New York Times back in 
2007 with ease. When The New York 
Times decided to make its entire 
archive of articles dating back to 1851 
available on the Web, it found scanning 
all the articles and images in TIFF for- 
mat not only unfriendly for online dis- 
tribution, but also time-consuming. 
Making such large data into web- 
friendly PDF format became a large 
computing chore and seemed to be al- 
most impossible for them to de in- 
house. However, by choosing to go for 
cloud computing through Amazen Web 
Services, it could complete the task in 
very little time and cost without any 
hassles. 


Cloud gathers steam 

In times of economic downturn, cloud 
computing came as an essential too! for 
companies in cutting down their costs. 
Depending upon the flexibility and ease 
of use many firms/vendors are enrolling 
themselves into the new computing 
space. Companies such as Yahoo!, HP 
and Intel are vying with each other to 
collaborate on cloud computing tech- 
nologies, and in this regard they have 
announced their future projects on cloud 
computing in the US, Germany and 
Singapore. Besides global firms such as 
Amazon, Google, Microsoft, IBM, 
Salesforce.com and NetSuite betting on 
IT cloud, the topmost Indian companies 
like Bharti Enterprises, Raymond, 
Microland and Mahindra & Mahindra, 
Atrenta India, BPCL, Chitale Dairy, i2 
Technologies, Macawber Beekay, 
Religare, Firstsource and others are also 
now laying roads to the superhighway of 
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cloud computing. Microsoft’s Windows 
Azure, IBM’s extensive cloud services 
portfolio, and Salesforce.com’s CRM ap- 
plications-based Force.co sites are all 
backing the computing technologies. Op- 
timum usage of computing resources is 
the need of the hour and cloud computing 
proves to be a better solution. 

Apart from these big players and 
other small vendors such as the Pan- 
orama Software, a BI vendor announced 
the launch of PowerApps, a cloud com- 
puting analytics engine for BI applica- 
tions; F-Secure introduced F-Secure 
DeepGuard 2.0, a security application, 
and Cirrhus9, an industry-specific ap- 
plication in the field of science. The 
above examples show the growing im- 
portance and the competitive edge each 
company has in cloud computing tech- 
nologies. They consider cloud technolo- 
gies as an efficient way to run their IT 
systems and provide online services. 
Further, in the future, companies will 
not be left with any option but to find 
their way through cloud computing. 


Benefits and risks 

Cloud computing contributes signifi- 
cant value proposition to the enter- 
prises, enabling them to deploy next 
generation computing technologies. 
Adopting cloud computing technologies 
offers them seamless benefits. Any new 
technology requires additional server 
and storage capabilities, but cloud tech- 
nologies optimize both while enabling 
the users to access data in real-time. 
The elasticity and the speed at which 
they work eliminate project delays and 
help employees and customers keep 
pace with the latest technologies and 
upgradations in the business. The 
application’s ability to provide real- 
time universal access without install- 
ing additional infrastructure and net- 
work is an added advantage. Models 
based on cloud technologies are cost and 
labor efficient, thereby shifting the lim- 
ited resources of the organization to 
more strategic areas. Further, the opti- 
mum usage of the IT hardware and soft- 
ware resources fosters innovation; they 
become innovators and focus on improv- 
ing their product or service offering. 
Moreover, cloud computing encom- 








A Young Cloud 


Cloud-computing activities, by age cohorts 
April-May 2008, % of users* 





E Ages 18-29 @ 50-64 All Internet Users/ 
m 30-49 m 65+ (All Laptop Users’) 
0 25 50 75 100 
Web-mail Services 56 
(64) 
Store Personal Photos 34 
(44) 
Online Applications 29 
(38) 
Store Personal Videos 
(13) 
Pay to Store Computer 5 
Files Online (10) 
Back up Hard Drive 5 
to an Online Site (9) 
Have done at least 69 
One Activity (79) 
Have done at least 40 | 
Two Activities (52) 





* Survey based on 1,553 internet users 
"35% of Internet users, connecting to Wi-Fi 
away from home or work. 





Source: Pew Internet & American Life Project 






passes programmed framework that 
can deliver standardized services 
quickly and cheaply. 

The remote and easy access, and 
real-time collaboration are not only 
valuable to big players but also to 
SMEs whose IT resources are limited. 
Besides this, the pricing model of cloud 
technologies, i.e., “pay only for what you 
use”, largely benefits those whose 
website traffic is periodic or very short. 
Cloud services offer cost-effective meth- 
ods and allow them to pay only for what 
they use. Importantly, organizations 
can rely on such technologies tempo- 
rarily if they are falling short of huge IT 
investments to increase their capacity. 
Interestingly, cloud technologies pro- 
vide a way towards greener IT strate- 
gies by way of reducing Co, emissions. 

The fact that cloud computing offers 
unlimited power to access data stored 
in thousands of computers anytime and 
anywhere in the most economical way 
sounds gentle, but it is not all that easy. 


hence, security of such data is question- 
able in cloud technologies. Data loca- 


tion is the prime concern as the user will 
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The buzz surrounding cloud is data;) 
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Future of Computing 





EA ........ 


“Cloud computing can enable faster globalization in several Ways: any company with 
a presence in multiple geographies can vastly simplify its IT systems using cloud 


services.” 


Is cloud computing the ultimate in globalization? What are its charac- 
teristics? 
Cloud computing is an evolution of technology towards 
Internet-based services. Globalization is an economic phe- 
nomenon of increasing trade across national boundaries. 
Cloud computing can enable faster globalization in several 
ways: any company with a presence in multiple geographies 
can vastly simplify its IT systems using cloud services. Work- 
_ ing across national boundaries with partners and suppliers 
/ becomes easier. 
What infrastructure is required to develop cloud strategy in the enter- 
prise? 
The primary infrastructure needed is a state-of-the-art inter- 
nal network, and good broadband connectivity to the Internet. 


What are the risks and rewards of adopting cloud computing? How is 
the competitive landscape of cloud computing? 

Cloud-based services enable enterprises to vastly simplify 
their IT infrastructure, and reduce their overall cost of IT. 
That is the biggest benefit. Data security is the single biggest 
concern enterprises have, which cloud services vendors have 


The competitive landscape consists of established on-de- 
mand providers such as Salesforce.com, Internet giants such 
as Google and Amazon, emerging vendors like Zoho, and of 
course, traditional software players like Microsoft, Oracle 
and Adobe. Driven by the competitive pressures, the pace of 
innovation has been accelerating in this industry. 

Are enterprises ready for cloud computing? What are the reasons 
behind the rising prominence of cloud computing? 

There is a mix of small and mid-sized businesses and large 
enterprises that are embracing cloud computing. In some mar- 
ket segments (such as CRM), cloud computing is already main- 
stream. Other markets, such as online office productivity appli- 
cations, are mostly early adopters. The success of Salesforce has 
made it very clear that the opportunity here is real. 


What are the challenges confronting cloud computing? 

The main technology barrier is ubiquitous connectivity and 
the availability of broadband—these have been getting bet- 
ter every year. The second barrier is regulatory: many juris- 
dictions have laws that prohibit the movement of sensitive 
data across national boundaries. 


to address to make enterprises feel comfortable. 


not know where exactly the data is 
stored, so it may be vulnerable to sev- 
eral security threats. There would not 
} be any privacy of the corporate data 
= that includes information about the 
employees, shareholders or important 
documents of the company. Once the in- 
formation is placed in clouds, it is acces- 
sible by anyone and is open for spying. 
In this regard, analyst firm Gartner 
says that cloud computing has “unique 
attributes that require risk assess- 
ment in areas such as data integrity, 
recovery, and privacy, and an evaluation 
of legal issues in areas such as e-discov- 
ery, regulatory compliance, and audit- 
ing.” Further, before moving onto cloud 
computing technologies, enterprises 
have to consider certain issues that 
would curtail them from future vulner- 
“abilities. These include levels of secu- 
rity, costs, capacity and service level 
agreements, back plan, and most im- 
portantly, disaster recovery plan. 
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Charting the future 

Cloud computing is for real and is hap- 
pening now, and it will, for sure, trans- 
form the IT industry drastically. A re- 
cent report from the analysts at 
Gartner says that enterprise spending 
will outpace the economy in the coming 
years. But the big change is that enter- 
prises are no longer investing in the in- 
house and self-managed hardware and 
software systems that have typified 
this market for years. According to 
Gartner Vice-President, Jim Tully, “Or- 
ganizations are switching from com- 
pany-owned hardware and software as- 
sets to peruse service-based models. 
The projected shift to cloud computing, 
for example, will result in dramatic 
growth in IT products in some areas and 
in significant reductions in other areas. 
In general, assets will be utilized with 
greater efficiency, and we also recognize 
that there is considerable upside poten- 
tial for higher growth.” 


*CEO, Zoho, US 


In future, cloud computing might 
transform into different types of cloud 
models that will address the busi- 
nesses and personal needs, i.e., they 
might emerge as private or semi-pri- 
vate models. For instance, type one may 
be standardized for e-mails only, while 
the second may be specialized for a spe- 
cific type of application, and the third 
type may be a combination of both, i.e., 
public, private or only for specific par- 
ties. Though the cloud computing envi- 
ronment lacks government standards, 
as of now, experts opine that in the long 
run, there will be more standards and 
practices which assure people that 
wherever they put their data it is safe. 
Unmistakably, cloud computing is 
poised to emerge as a unique business 
model to obtain optimum synergies in 
the IT and corporate world.s 


— Y Bala Bharathi and GP Mrudhula 
Reference # 01M-2009-03-14-01 
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John Updike 


Confetti of Words 


ohn Updike (1932-2009)—like Sarat 

Chandra Chatterjee, the immortal 
wordsmith of India, who wrote 27 novels 
and numerous short stories and essays, 
presenting the commoner’s life almost 
with pathological accuracy, based on his 
encounters with life as a country-youth 
that provided him with the inspiration, 
ingredients and storylines for his lifelike 
characters in the uncomplicatec rural 
family settings of the late 19" to early 20" 
century Bengali society, and died of cancer 
on 16" January 1938—drawing from his 
suburban American living experience, 
had authored 28 novels and published 14 
collections of short stories, all centering 
around “the American small town, Prot- 
estant middle class” and nine volumes of 
poetry and countless reviews on the liter- 
ary output during the second half of the 
20" century, and died of cancer on January 
27, 2009 at the age of 76, in Bostan, US. 

As Philip Roth observed, Updike was 
“our time’s greatest man of letters. as bril- 
lant a literary critic and essayist as he was 
a novelist and short story writer.’ As he 
himself once said, as a novelist, he focused 
on making “narratives out of ordimary life 
by obscure and average Americans”, for 
“the writer must face that ordinary lives 
are what most people live most of the time, 
and that novel as a narration of the fantas- 
tic and the adventurous is usually an es- 
capist plot, that aesthetically the ardinary, 
the banal, is what you must deal with.” 
And that is what we see in his mast popu- 
lar novels: Rabbit Run, Rabbit Redux, Rab- 
bit Rich and Rabbit at Rest. which 
chronicled the seismic changes taking 
place in the life of an average suburban 
American in the second half of the 20" cen- 
tury. These four novels are dubbed as ‘acts 
of preservation’, for they charter the 
course of one man’s life, Harry Angstrom, 
known as ‘Rabbit’ from his days as fleet 
loose-jointed high school basketball star: 
his job—car salesman, layofis, business 
woes, falling status and accompanying 
frustrations; his marriage—the quarrels, 
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caresses, recoils, bland and blind dances 
as of unwilling cell-mates; his affairs— 
love descending to a semi-prostitute fol- 
lowed by guilt, remorse, the pressure of a 
vague religion, morality, and running for 
cover, of course not knowing from what 
and for what; his minor triumphs—per- 
haps, more in an unseen world as is re- 
flected by his questioning about “the 
thing behind everything” testifying his 
urge to believe in something beyond the 
crowded field; depression—dangerously 
overweight yet not being able to stop nib- 
bling corn chips and macadamia nuts, 
near-death after a heart attack and fi- 
nally death, all of which in essence makes 
him realize, “Funny, how what makes you 
move is so simple and the field you must 
move in is so crowded”—a reflection of the 
very changing soul of America, starting 
from 1950. 

In his novels, Updike orchestrates the 
propensity of an average American of the 
1960s for doubt and narcissism and self- 
immolation, the opposing claims of self 
and society—just as what Devdas of 
Sarat Chandra was confronted with, 
which of course he surmounts more by way 
of resigning to the societal system—by 
characterizing Harry Angstrom in such a 
style that he tends to compare his own fall 
with that of the waning power of America 
in the global context and his business 


woes with that of the national deficits, 
perhaps, to anchor himself in comfort 
amidst the ‘entropic process’ set in mo- 
tion. In chronicling the four decades of 
middle class American life in his Rabbit 
novels, Updike gave ‘the mundane its 
beautiful due’ by simultaneously captur- 
ing the beauty of the ‘blue of the skies’ and 
‘the mud puddles underfoot’, while expati- 
ating and re-expatiating the themes of | 
adultery and family relations in subur~ © 
ban America—of ‘compromised environ- 
ment’ governed by ‘endless circumstanti- 
ality— with extraordinary nuance and 
precision. 

The most shocking revelation of the 
Rabbit quartet is: Updike’s theology. In- 
deed, in one of his essays, he remarked 
that Bath’s theology was the only thing 
that supported his life and that is what 
we encounter in Rabbit, Run when the 
Lutheran pastor Fritz Kruppenbach 
sternly chides Eccles, another minister: 
“Do you think this is your job, to meddle in 
these people’s lives? I know what they 
teach you at the seminary: this psychol- 
ogy and that. But I don’t agree with it. You 
think now your job is to be an unpaid doc- | 
tor, to run around and plug up holes and 
make everything smooth. ...I don’t think 
that’s your job... In running back and 
forth, you run away from the duty given 
you by God, to make your faith powerful... 
When on Sunday morning, then, when you 
go out before their faces, we must walk up 
not worn out with misery but full of 
Christ, hot with Christ, on fire: burn them 
with the force of our belief. ..Anything else 
we can do and say anyone can do and say. 
_..Make no mistake. There is nothing but 
Christ for us. All the rest, all this decency 
and busyness, is nothing. It is devil’s 
work.” 

Updike relentlessly explodes the 
American belief about the so-called male 
freedom as a mere myth. His heroes are? 
shown as captives in the velvet gloves of 
women from cradle to grave. He “puts life 
together as a sophisticated oedipal knot 


John Updike 
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in which a man is tied at both ends”—his 
men fear being in control and at the same 








time loathe to be suffocated and con- 
trolled. In one of his works, Marry Me, 


Updike, by making his hero say, “Men 
don’t like to make decisions”, “they want 
women or God to make them”——Fromm’s 
escape from freedom’ syndrome: a pos- 
sible search for emotional security 
amidst too much of an ‘individuation’ — 
which his wife, of course, corrects saying, 
‘some men’, gives more clarity to the psy- 
chological and ethical problems that 
middle-class people of the early 20 cen- 
tury America encountered in their day-to- 
day living. Indeed, we perceive more of it 


, from what George Cladwell feels in the 
F novel, The Centaur, “that in giving his life 


to others he entered a total freedom.” 
Reading his Of the Farm that deals 
with a man’s nostalgia, his relationship 
to the family, his relationship with the 
earth, and his longings for the future and 
the conflict arising thereof, every Indian, 
particularly those hailing from country- 
side, are sure to strike a chord with Updike 
and his characters at once. The novel is all 
about the ‘past’ of a man threatening to 
imprison him in rigid definitions of his cur- 
rent relations with everything around—for 
instance, Robinson’s, the aged mother of 
Joey, the main character of the novel, trying 
to thrust the care of the farm to him to en- 
sure its continuity within the family even 
after her death and the son’s disinclination 
to honor his mother’s wish, for he perceives 
it a potential threat to his relations with 
his just acquired second wife in Manhat- 
tan, while at the same time finding it ex- 
tremely difficult to simply brush off his 
bond with the earth, the farm, for it evokes 
in him past relationships which tend to in- 
fluence his present ones—this nostalgia 
about his past, his relationship with the 
land, and the resulting conflict among fam- 
ily members are as common to Indian 
families from which educated youth 
started migrating to urban locales, as are 
to Updike’s Joey, his mother Robinson, 
and his recently acquired second wife, 
Peggy, and her son Richard. 
_ Equally important are his short sto- 





Fries. Though his stories are often about a 


"sense of loss, they cannot be dismissed. In 


today’s world of crumbling ‘trust’ all 
around—particularly in the financial 





world, where everyone is scrambling to 
find an agency that is ‘Madoff-proof to 
trust one’s savings for creating more 
wealth for enabling them to lead a peaceful 
retired life—how refreshing it is to read 
Updike’s short stories, particularly, the 
story, The Happiest I've been that he wrote 
in 1959, which recounts the last night of a 
young man at home, about to return to the 
college from Christmas holidays. It is 
about the young man returning from a New 
Year’s party, during which a girl falls 
asleep on his shoulder, while another 
friend sleeps on the other side of seat. Now 
what constitutes the happiest moment for 
the young man is his expansive ‘feel’ for the 
landscape that he is in—the dawn, the safe 
drive over slick roads, and importantly, the 
two people sleeping at his side trusting 
their lives to him. The drive and all that is 
an ordinary event, yet Updike makes the 
trivial into a great story by rendering the 
details perfectly and sufficiently enough— 
the separation from the gnarled grand- 
mother and aged parents and the com- 
mencement of journey from home (depen- 
dence), to college and the girlfriend in Chi- 
cago (independence), which indeed is the 
beginning of journey into one’s adult life— 
to make one feel that ‘being trusted’ is all 
that constitutes life’s stuff. And that is 
the maturity he creates in his characters 
as well as readers. Interestingly, Updike 
prefers to narrate the story in a retrospec- 
tive style, perhaps to imbue the youthful 
past of the character with the wisdom of 
present, which incidentally reminds us of 
what Henri Bergson once said: “How many 
of our present pleasures, were we to exam- 
ine them closely, would shrink into nothing 
more than memories of past ones!” 
Updike, indeed, has an amazing 
sociologist’s eye for documenting every 
minute detail in the life of a suburban 
American, that too, in a remarkably pre- 
cise but sensuous notation that evokes 
sublime emotions in a reader, as could be 
seen from these lines in the novel, Couples 
that gave him his first commercial suc- 
cess: “Foxy said, ‘We must get back’, truly 
sad. She was to experience this sadness 
many times, this chronic sadness of late 
Sunday afternoon, when couples had ex- 
hausted their game, basketball or beach 
going, or tennis, or touch football, and saw 
an evening weighing upon them, an 


evening without a game, an evening spent 
among flickering lamps and cranky chil- 
dren and leftover food and the nagging half- 
read newspaper with its weary portents 
and atrocities, an evening when marriages 
closed in upon themselves like flowers 
from which the sun is withdrawn, an 
evening giving like a smeared window on 
Monday and the long week when they must 
perform again their impersonations of 
working men, of stockbrokers and dentists 
and engineers, of mothers and housekeep- 
ers, of adults who are not the world’s guests 
but its hosts.” It is, perhaps, this unique 
ability of Updike for writing startlingly 
well-turned sentences on any aspect of 
America’s life that must have prompted 
Martin Amis to say: “As a literary journal- 
ist, John Updike has that single inesti- 
mable virtue: having read him once, you 
admit to yourself, almost with a sigh, that 
you will have to read everything he writes.” 

Besides fiction, Updike’s non-fiction 
leaves an indelible impression about the 
“author’s vast range in time, space, and 
discipline as a reader, and his capacity to 
understand, appreciate, discriminate, ex- 
plain, and guide.” For over half a century, 
he wrote an amazing number of book re- 
views stretching over 5,000 pages. His re- 
views were generous, which does not mean 
that he pampered mediocrity, for he as- 
sessed the books from the perspective of 
the terms they set for themselves, and then 
evaluated how well they managed on those 
terms, besides assessing the adequacy 
and usefulness of the very terms. Review- 
ing his Picked Up Pieces, Martin Amis ob- 
served: “Updike’s view of 20 century lit- 
erature is a leveling one. Talent, like life, 
should be available to all.” 

Updike’s tremendous love for his voca- 
tion—condensing memories, fantasies, 
and discoveries into dark marks on pa- 
per—had fetched him two Pulitzer Prizes, 
National Book Award, and National 
Medal of Arts. The death of such a consci- 
entious writer has created a great void in 
the world of letters, but his works, as he 
longed for, are sure to become “a kind of 
confetti shower”, falling from bookstores 
and shelves of libraries across the globe 
upon the heads and shoulders of mankind 
for generations to come. s» 
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Light at the End of the Tunnel 
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Indian power sector, which has been crippled by a number of problems, still 
casts light. And the vision of ‘Power for All’, though difficult, does not seem 
impossible. 





e infrastructure deficit in India 
is huge. And in power sector, 
which is indispensable for eco- 

nomic development, the deficit is in- 
deed deeply entrenched. The fact that 
the power sector has not performed as 
per expectations ever since indepen- 
dence does not augur well for the other- 
wise vibrant Indian economy. According 
to the latest census report, about 44% of 
the households do not have access to 
electricity. Further, there is a complete 
mismatch between generating capacity 
and actual generation losses due to 
Transmission and Distribution (T&D), 
rampant power pilferage, growing 
losses of the State Electricity Boards 
(SEBs), poor private participation, and 
“excess demand over supply, and ab- 

sence of more capacity additions. 

Resultantly, power cuts are very fre- 

quent to the detriment of the common 


man and thousands of tiny and mid- 
sized factories that cannot afford to own 
their captive power plants. 

But there is light, too. Realizing the 
significance of providing power to all 
and sundry, the government has not 
only got into an overdrive to boost the 
power supply but has also fixed an am- 
bitious target of ‘Power for All’ by 2012 
and that too at an affordable price. The 
Government of India has also revised 
its target of additional power genera- 
tion during the 11" Five-year Plan 
(2007-2012) period to 90,000 mega- 
watts (MW), from the previous target of 
78,577 MW, to meet the rapidly grow- 
ing power need of the country. And the 
government’s latest initiatives with re- 
gard to the setting up of nine Ultra 
Mega Power Projects (UMPP) across 
the country, each of which will generate 
4,000 MW, setting up of power mer- 


chant plants and power bourse, 
operationalization of open access, and 
persistent reform programs, including 
reorganizing the SEBs and the T&D 
network, bode well for the 
underperforming power sector in the 
country. However, controlling the ram- 
pant power theft, attracting long-term 
investment from both private as well as 
public entities for setting up greenfield 
power plants, exploring non-conven- 
tional sources of power, and removing 
other blockades would pose serious 
challenges, going forward. Whatsoever, 
seven electricity generation companies, 
one electricity distribution company 
(Power Grid Corporation of India Ltd.), 
and one power trading company (PTC 
India Ltd.) have figured in The Analyst 
500 ranking of 2008 based on net sales. 
Out of those seven electricity generation 
companies, the top three places have 
been grabbed by NTPC Ltd., Reliance 
Infrastructure Ltd., and Tata Power Co. 
Ltd. respectively. 


Still ‘power’less 

Power is the backbone of any economy. 
So adequate measures are needed to 
bolster the power position of any coun- 
try. In India, power sector has been get- 
ting due importance ever since the in- 
troduction of the plan program in 1950. 
And there has been significant improve- 
ment in the growth in actual generation 
over the past few years. As compared to 
the annual growth rate of 3.1% in 2002- 
03, the annual growth rate in power gen- 
eration in 2007-08 was in the order of 
6.3%. The T&D network has also ex- 
panded with growth in installed capac- 
ity, and at the same time good progress 
has been achieved on the renovation 
and modernization front. 

But despite significant progress, 
performance of Indian power sector is 
dismal when compared to international 
standards. According to the data com- 
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piled by Key World Energy Statistics, 
the per capita consumption of electric- 
ity in India in 2007 was paltry 617 kWh, 
whereas the world average was 2,596 
kWh. In China and the Organization for 
Economic Cooperation & Development 
(OECD) countries, the same averages 
were staggering 1,802 kWh and 8,365 
~ kWh respectively. Though in absolute 
terms, the availability of power has in- 
creased from 497589 MU in 2002-038 to 
666007 MU in 2007-08 (almost an in- 
crease of 34%), power supply position 
relative to demand has remained un- 
satisfactory and has in fact worsened. 
In 2002-03, there was an 8.8% shortfall 
of power in comparison to its demand; 
whereas in the peak hours, the shortfall 
was 12.2%. In 2007-08, the shortfall 
jumped to 9.9%, and in peak hours, it 
went up to as high as 16.6%. 


Behind the shortage 
The major factors responsible for the 


acute power shortage situation in the 
country are meager or no capacity addi- 
tion during the last decade, high Aggre- 
gate Technical & Commercial (AT&C) 
losses, shortage in gas supply, poor 
management and wasteful end-use of 
electricity. Moreover, the private sec- 
tor has not come up to the extent, as 
expected. Added to that, a combination 
of faulty policies and also the poor pay- 
ing capacity of the electricity board 
have exacerbated the crisis. The pri- 
vate participation in power sector is 
limited to the national capital and 
parts of West Bengal, Maharashtra, 
Gujarat and Uttar Pradesh. The rea- 
sons being, currently around 13-15 
clearances are required for setting up a 
power plant; and multiple governmen- 
tal bodies are to be approached for 
these clearances, and the processes are 
complicated as well as time-consum- 
ing. So there is a lot of scope for reform 
which could help cut down the overall 
project timelines. 

There are also perennial problems 
of power pilferage, mismanagement in 
the SEBs, and red tapism, which do not 
do any good to India’s power woes. The 
Indian agriculture sector, which is in- 
creasingly becoming mechanized and 
which absorbs around 23% of total 
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power, has an awfully low efficiency us- 
age of pumps. Recent studies glaringly 
show that India can save as much as 
23% energy through proper conserva- 
tion of power. On the top of all, the big- 
gest problem in the power sector is the 
coal mine allocation and the availabil- 
ity of resources to mitigate power prob- 
lem. The coal production grew at less 
than 4%. As coal being the mainstay, it 
is difficult to achieve 8-9% growth in 
intra capacity. Moreover, there is lack 
of transparency in fuel supply. State 
bodies control over 95% of domestic 
coal production and coal contributes to 
65-70% of power production in India. A 
transparent process for awarding fuel 
linkage to consumers is lacking. Fur- 
thermore, price increases of both do- 
mestic coal and gas are uncertain and 
not linked to international market con- 
siderations. As a result, it has become 
necessary to resort to power cuts and 
other regulatory measures to retain 
power supply. 


In search of power 

However, the power sector in India has 
made notable progress over the last few 
years, thanks to the massive reform 
programs and government patronage. 
Bold steps have been initiated on the 
regulatory front in order to provide im- 
petus to the development of power sec- 
tor in India. The Electricity Act, 2003 is 
a progressive act that aims to develop 
the power sector by encouraging compe- 
tition, protecting the interests of the 
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consumers and distribution of power tc 
all areas, rationalization of electricity 
tariff and ensuring transparent policies 
and enhancing efficiency, etc. Besides 
these, initiatives have been taken by 
the government to promote Foreign Di- 
rect Investment (FDI) in this sector. FDI 
in the power sector is allowed under au- 
tomatic route. It can either be in the 
form of a joint venture with an Indian 
company or as a fully-owned company 
with 100% equity. Sops in the form of 
income tax benefits have been granted 
to companies associated with power 
generation. 

India is indeed striving hard for aug- 
menting the power supply and has de- 
veloped various sources of power, such 
as thermal, hydel and nuclear. Out of 
these, coal-based thermal power plants 
and the hydro power plants are the ma- 
jor sources of electricity generation. The 
share of nuclear plants towards total 
electricity generation is minimal. Ther- 
mal plants at present account for 
around 64% of the total power genera- 
tion, hydroelectricity plants contribute 
25%, and the nuclear plants and the re- 
newable energy sources account for the 
rest. On the non-conventional energy 
front (wind, hydro and solar), all have 
great potentials. In India, high solar in- 
solation makes it an ideal place for the 
generation of solar power. Some large 
solar power projects are in the pipeline. 
The huge 35,000 sq km area of the Thai 
Desert has been kept aside for solar 
power projects, which would be suffi- 
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“Going forward, fuel availability/security, availability of good quality equipment at affordable 
prices, and proper facilitation of open access are likely to drive the growth of the sector.” 


How do you perceive the power situation in India? 

Manish Agarwal: The Indian power sector has seen no- 
table progress over the last few years on account of con- 
ducive government policies and initiatives. This has led 
te higher levels of investments in this sector and in- 
creased participation by private players. 

However, rapid economic growth has boosted the de- 
mand for power in the country and a huge demand-supply 
gap still exists and the average and peak power deficits 
are increasing. These shortages have been mainly due to 
inadequate capacity additiens. poor inter-regional 
transmission links and continuing losses in the T&D sec- 
tor. 

Going forward, fuel availability/security, availability 
of good quality equipment at affordable prices and 
` proper facilitation of open access are likely to drive the 
growth of the sector. 


Kameswara Rao: The supply conditions have worsened, 
with sharp rise in peak and energy deficits, especially in 
the industrialized regions like Maharashtra, Gujarat, 
Tamil Nadu, etc. These are at levels worse than the 14% 
peak deficits that have persisted for over five years now. 

The financial condition of several state utilities is 
likely to worsen as the growth in subsidizing supply to 
large and industrial users will reduce with global eco- 
nomic slowdown. Further, many state regulators have 
failed to notify a road map to rationalize tariffs such 
that cross-subsidy reduces to within 20% by 2010-11 
(other than for lifeline supply) as required under the Na- 
tional Tariff Policy 2006. Instead, many states have not 
revised residential tariffs with costs and have extended 
populist concessiens to farm supply, causing utilities to 
run up losses, which will eventually have to be borne by 
all citizens through either higher taxes or by poor quality 
of public services or both. 

The silver lining is that where private sector has had 
room to perform, such as in privatized Discoms, in distri- 
bution franchisees, merchant plants, power trading, and 
renewable energy, they have by and large performed effi- 
ciently. Further, some state utilities have a progressive 
management and are achieving improvements, but they 
still remain a drop in the ocean. 

How feasible is the Government of India’s vision to provide power 
to all at affordable price by the year 2012? What are the chal- 
lenges to achieve this goal? 

Manish Agarwal: Around 40 GW (out of the 68 GW 
planned by the government from the public sector for 
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2007-2012) is under various stages of construction by 
the public sector. In addition to this, 76 GW (against the 
government estimated 11 GW for 2007-2012) has been 
announced by the private sector for completion by 2012. 

We expect a likely incremental demand of around 90 
GW (assuming Indian GDP to grow at 7.5-8%) and an 
incremental supply of around 60 GW, which would mean 
a deficit of around 30 GW. 

Fuel supply, financing, ability to source good quality 
equipment in a cost-effective manner and obtaining 
timely clearances would be the challenges in meeting 
this demand. 


Kameswara Rao: The target is unlikely to be achieved, 
unless express measures to develop the distribution 
backbone and new institutional models are established 
to ensure reliable and efficient supply. The RGGVY pro- 
vides for the capital subsidy needed to extend access, but 
states must ensure necessary generation capacity and 
implement Input-Based Franchisees (IBF) through an 
open and transparent mechanism. The response has 
been disappointing as state utilities are not in a posi- 
tion to meet new demand. Further, many have circum- 
vented the guidelines to implement ineffective franchi- 
sees in a few cases; the utilities have watered down the 
IBF incentive provisions with predictable consequences. 
As such, the state utilities have little incentive to 
expand rural networks, even if backed by capital sub- 
sidy, due to constraints in generation. Further, such sup- 
ply is not viable at current tariffs, unless the urban tar- 
iffs are correspondingly increased. This approach, fol- 
lowed in many countries, helps reduce the pressure on 
urban areas by providing affordable quality power in 
non-urban areas. 
Given the rising demand, how is India gearing up to meet its 
power needs? 


Manish Agarwal: With a view to achieving the 11" plan 
targets, the government has taken a number of key ini- 
tiatives, such as the proposed development of nine 
UMPPs of 4,000 MW each (out of which, three have al- 
ready been awarded and bidding is in progress for the 
fourth project). The government has also relaxed the 
regulations for setting up captive power plants which is 
expected to significantly contribute to capacity addi- 
tions. The new version of the APDRP has recently been“ 
approved and is expected to focus on reducing AT&C 
losses, sanctioning projects for improvement of distribu- 


tion network, and incentivizing utilities to achieve the 


-adesired level of AT&C loss reduction. 


There are also efforts to increase the share of 
renewables in the total power generation capacity of In- 
dia. The government has set a target of installing 15% of 
power generation capacity in the country through grid- 
interactive renewable power by 2012. About 15 GW of 
power is expected to be generated from renewable 
sources in the 11" plan. 


Kameswara Rao: The emerging power demand is being 
met through four mainstream routes: (1) Nationally 
planned projects such as the UMPP; (2) New and expan- 
sion projects of state and central utilities; (3) Tariff- 
based bidding by the procuring distribution companies 
on a case 1 and case 2 basis; and (4) Through private 
deregulated market such as merchant power and group 


È captives. All these routes have suffered serious proce- 


~~” r 


dural delays, which are eminently avoidable. 


in the Indian scenario, what are the opportunities and threats of 
using non-conventional sources of power vis-à-vis conventional 
sources? 

Manish Agarwal: The current installed capacity of re- 
newable energy constitutes ~ 8% of India’s total in- 
stalled generation capacity. India has a huge potential 
to be tapped in the renewable energy space. Globally, 
India ranks 5" in terms of exploitable hydro potential 
and 4‘ in wind power generation. Given the favorable 
environmental conditions and decreasing cost of produc- 
tion, India is also expected to become a key player in the 
solar space. Due to the vast agricultural base, there is 
also huge potential for biomass-based generation 
projects. However, innovations in fuel supply chain is 
important for this sector to show significant growth. 

Various policy and fiscal incentives offered by the 
government in the renewable sector have resulted in 
strong participation by private players. This coupled 
with increasing investments provides an exciting oppor- 
tunity for participants to establish a strong presence in 
the renewable energy sector. Also, the fact that renew- 
able energy projects can qualify under the clean develop- 
ment mechanism of the Kyoto Protocol is also expected 
to increase activity in this area. 

Some of the key issues currently being faced by this 
sector are high capital costs and low plant load factors, 
making renewable energy more expensive. Also, sea- 
sonal changes such as drought, shortage of biomass, and 
the fact that power generation through renewable 
sources depends on uncontrollable environmental fac- 
tors have a significant impact on project implementa- 
tion and supply security. 

Also, socio-political issues such as R&R have been a ma- 


jor issue in the implementation of hydro-projects. 


Kameswara Rao: The conventional sources constitute 
67% of our power generation, and will remain a major 
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force as our energy demand increases. The major threat 
is severe constraints in development of our coal mines, 
and fuel shortages are limiting the much-needed capac- 
ity addition. 

Hydro power plants generate 25% of our electricity 
basket today. The 50 GW plan and state-level bids in 
recent times have helped attract new interest and capi- 
tal into this segment. However, it remains hampered by 
high levels of development costs, both for developing ac- 
cess and transmission evacuation. These problems will 
delay conversion of this opportunity. 

Non-conventional sources form only 8% of our grid- 
connected electricity supply today. The long range fore- 
casts for 2040 and 2100, however, show strong promise 
for renewables, in particular for solar and wind power. In 
solar, we need to develop the manufacturing base, which, 
as Germany, USA and Japan have shown, has led the way 
in reducing costs and ensuring supply for generation. 


What kinds of reforms are required to boost up the industry? 
Manish Agarwal: Lack of transparency in fuel sup- 
ply: State bodies control over 95% of domestic coal pro- 
duction and coal contributes to 65-70% of power produc- 
tion in India. An objective and transparent process for 
awarding fuel linkage to consumers is lacking. The exist- 
ing process is time-consuming and could affect the 
timelines of setting up a power plant. Price increases of 
both domestic coal and gas are uncertain and not linked 
to international market considerations. 

Easier clearances: Currently, there are around 13-15 
clearances required for setting up a power plant; mul- 
tiple state/central government bodies are to be ap- 
proached for these clearances and the processes are com- 
plicated. There is a lot of scope for improvement here, 
which could help reduce the overall project timelines. 
Enabling open access: Clearing hurdles such as cross- 
subsidy surcharges and capacity augmentation in the 
transmission and distribution networks. 


Kameswara Rao: The most fundamental reform will be 
to attract private participation in distribution. It re- 
mains the weakest link, causes utilities to lose a major 
part of the Rs 25,000 cr of annual losses, which has an 
adverse effect on the sector’s ability to attract capital 
investment and improve the quality of supply, and the 
electricity stolen is inefficiently used causing environ- 
mental damage. The utilities can bring in private par- 
ticipation in many ways without outright sale, such as 
via franchisees, by outsourcing, and by public private 
partnerships. 

The state power companies are significantly under- 
managed, and must introduce modern professional prac- 
tices, and invest in improving governance and business 
process, train and develop people, put in tools to upgrade 
monitoring and maintenance practices, and develop 
strong management systems. 
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We need investments in netwerk expansion, network 
up-gradation, in metering, energy audit, and replace- 
ment of large portions of distribution network, where 
overcapacity and poor workmanship have resulted in 
high level of technical losses that can be avoided. 

We need serious tariff reforms, as even with all effi- 
ciency improvements, which will take some time to ac- 
complish too, utilities will fall short by 35-40% on ac- 
count of tariffs net covering efficient costs of supply. 
Regulators must also improve tariff design, which today 
fails to address the economic concerns of efficiency and 
sustainability. 


What role could the government, the regulators and the private 
parties play to energize the industry in the coming years? 
Manish Agarwal: Government: Enable smoother 
clearances; improve the transparency in coal allocation; 
enhance the transmission/ distribution capacity; reduce 
the T&D losses; and enable an environment for easy fi- 
nancing of power projects. 

Regulator: De-license distribution for key areas (indus- 
trial parks/SEZs, etc.); enable open access by clearing 
the policy hurdles; and give choice to the end power users 
by introducing power retailers and de-coupling the re- 
tailing activity from distribution. 

Private players: Improve on project management capa- 
bilities; develop tie-ups with low-cost and efficient 
equipment manufacturers; secure fuel linkages (domes- 
tic or overseas to manage supply and cost escalation 
risks); develop smart customer mix (SEBs, Merchant, 
etc.); and develop efficient plant operation skills. 


Kameswara Rae: The government must push through 
the restructuring and reform agenda. A few states have 
not yet restructured their SEBs, which acts as a deter- 
rent to any competitive behavior. The state transmis- 
sion utilities must develop a new thinking, i.e., to pro- 
mote open access and competition and not act in a way 
that restricts it, for example, by citing lack of transmis- 
sion capacity. 

The state regulators, as diseussed above, need to se- 
riously undertake tariff reforms. This can be achieved 
through multi-year tariffs with an indexation clause for 
non-controllable costs such as fuel prices. This will im- 
prove the financial position of the utilities and promote 
efficient use of power. 

The Coal Ministry and state agencies must act to- 
gether to open up the coal secter to new investment and 
efficiency improvement, allocate new mines through 
competitive bidding process as envisioned in the new 
policy, and facilitate speedy implementation on the 
ground. 

The MNRE must implement development of renew- 
able certificates, which will facilitate trading of green 
power across the state boundaries, and thus promote re- 
newable energy. 


FL 


The government and regulators must actively open, 
opportunities for private participation. The Indian pri- 
vate sector is actively bidding for power utilities over- 
seas. They will invest the management effort, innova- 
tion, and money in the country if we provide the 
opportunity. 

How do you see the power situation in India in the future? 
Manish Agarwal: The demand for power is likely to 
keep on rising steadily and proportionate to the GDP 
growth rate of India. With a constant pressure on avail- 
ability and viability (pollution issues) of non-renew- 
able resources, the focus on renewable and cleaner re- 
sources, such as wind, solar and nuclear, is likely to 
increase. With the signing of the nuclear deal, we can 
expect some traction in this space, but this (nuclear 
power) has a long gestation period; it is unlikely to be- ' 
come a significant source in the overall context of power ‘ 
generation in India. The other renewable sources, such 
as wind and solar, would need technological break- 
throughs for large-scale commercial viability. Given 
this, the majority of power generation would still be 
dependent on coal. Given the limitations on extractable 
domestic coal reserves and mining capabilities, India is 
likely to become a significant net importer of thermal 
coal in the next 5-10 years. 

This would mean that we need to find secure and 
cost-effective sources of coal outside India to continue to 
meet our energy requirements in the coming years. 


Kameswara Rao: India is the 5“ largest power con- 
sumer in the world, and given its economic growth pros- 
pects and the unmet demand, there are huge opportuni- 
ties to grow. This will, however, not happen automati- 
cally. 

The current financial position means the sector is un- — 
able to finance itself and depends on subsidies. Unless 
express measures are taken to address this, we risk re- 
maining in a sub-optimal position for a long time. This 
carries an added danger of expanding the gap between 
the haves and have-nots, which with other exacerbating 
conditions could coalesce into a social crisis. 


Any other comments? 
Kameswara Rao: The time has come to take hard po- 
litical decisions in the interests of the economy and so- 
cial cohesion. The high level of cash losses of utilities 
and continuing subsidies, mean that scarce public 
money is lost on unproductive purposes each year. The 
government, the regulators, and the state utilities must 
take up their roles seriously and on a war footing. 
*Executive Director, Business Advisory Services 
KPMG, Mumbai 


**Executive Director and Industry Leader for Energy, 
Utilities and Mining. PricewaterhouseCoopers P Ltd. Hyderabad | 
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cient to generate 700,000 to 2,100,000 
megawatts of power. On the other 


“Ahand, the development of wind power 


in India has significantly increased in 
the last few years. Although a rela- 
tively new player in the wind power in- 
dustry, compared to Denmark and US, 
a combination of supportive domestic 
policies and the rise of Suzlon (a lead- 
ing global wind turbine manufacturer) 
have catapulted India into the big 
league of global wind power nations. 
Now, India boasts of having the fourth 
largest installed wind power capacity 
in the world and is the wind energy 
leader in the developing world. 


» Power reforms 


— 


There has not been any dearth of efforts 
from the government to revamp the 
power sector. For example, coal-based 
UMPP is a very good initiative. These 
projects, each with a capacity of 4,000 
MW, have been/will be awarded to de- 
velopers on the basis of tariff-based 
competitive bidding. The Mundra 
project in Gujarat has been handed over 
to Tata Power Company Ltd. at the 
evaluated levelized tariff of Rs 2.26367/ 
kWh. The Sasan project in Madhya 
Pradesh and the Krishnapatnam 
project in AP have been awarded to the 
Reliance Power. The Tilaiya UMPP in 
Jharkhand is now in Request for Quali- 
fication (RFQ) stage and 13 bids have 
already been received. The bids are now 
under assessment. And the bidding pro- 
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cess in respect of other five UMPPs in 
the States of Orissa, Tamil Nadu, 
Chattisgarh, Maharashtra and 
Karnataka is now subject to clearances/ 
tie-up from the respective state 
governments. 

However, UMPPs are not the pana- 
cea for all power ills. Sincere attempts 
should be made for generation of re- 
newable and capital power. Options 
are aplenty but the only thing required 
is to have large capital power. The 
share of renewable energy sources in 
total installed generation capacity in 
the country is around 6.8%. Moreover, 
it has its inherent advantages of low 
gestation period. And importantly, pri- 
vate parties, even small entrepre- 
neurs, are lining up for these projects. 
So all kinds of encouragement for ex- 
ploitation of our huge renewable re- 
sources are required. A capacity addi- 
tion target of 13,500 MW for renew- 
able sources has been proposed in the 
11" plan. Even some State Electricity 
Regulatory Commissions (SERCs) 
have fixed up a minimum percentage of 
energy consumption to distribution 
companies for sourcing from the renew- 
able energy to promote generation of 
renewable power. Banking arrange- 
ments have been provided to utilities 
and SERCs. Open access has been 
given to captive plants based on 
renewables to encourage development 
of captive plants with renewable 
sources. This needs to be followed in 
other states also. 

Whatsoever, a few things are hold- 
ing back the private investors. The na- 
tional electricity policy has been 
crafted in such a way that different 
forms of generation—whether it is by 
the utilities themselves, or MOU- 
based projects, or PPP-based 
projects—had to encounter strict regu- 
latory hurdles. So efforts should be 
made to make avenues for private sec- 
tor investment. However, the gravest 
problem in power supply chain is with 
the distribution network, which suffers 
from high AT&C losses. On an average, 
the AT&C losses are to the tune of 
34%. And for some distribution compa- 
nies, the AT&C losses are more than 
even 40%. Massive reforms in the dis- 


tribution front, encompassing techno- 
logical and governance issues, are re- 
quired to scale down the AT&C losses 
to 15%, and it should be the topmost 
priority of the State. And, a healthy 
distribution sector will surely attract 
more private investment. In this re- 
gard, the Electricity Act, 2003 has pro- 
vided impetus to the private sector to 
add to the capacity. In the competitive 
bidding of the two UMPPs, private 
parties have joined spontaneously. 
The private sector has also evinced in- 
terest in the development of hydro 
power. Though in the 11” plan, 10,760 
MW capacity building in the private 
sector has been programmed, a num- 
ber of additional projects in the private 
sector are on the pipeline and are likely 
to materialize during the 11" plan. 


Powering India 

Economic growth cannot be attained if 
there is deficiency in power, and elec- 
tricity is a very critical energy input in 
this context. Whatsoever, the ground 
work has been done in India. However, 
in some areas more improvement is re- 
quired. The need of the hour is more 
overall improvements; more educa- 
tion; and better management of busi- 
ness processes. And, of course, the pri- 
vate sector will be important. It has 
been observed that basically two com- 
panies were bidding, earlier, for all the 
projects, but now a huge number of 
them and even foreign investors are 
queuing up. 

So the Indian power sector looks 
power packed with its share of defi- 
ciencies which if alleviated can go a 
long way in making India a ‘powerful’ 
nation and can fulfill the ambitious 
target of ‘Power for All’ by 2012 at an 
affordable price. Several reform pro- 
grams, such as Accelerated Power De- 
velopment and Reform Program 
(APDRP), One-time Settlement 
Scheme (OTS), the enactment of Elec- 
tricity Act, 2003, and introduction of 
Grid Discipline, have been undertaken 
to energize the power sector. Now, it is 
the effective implementation of these 
reforms which will bring positive 
results.s= 

— Y Bala Bharathi and Sanjoy De 
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Rate Cuts 


More on the Anvil 





The Reserve Bank of India is resorting to massive and unprecedented cuts 
in its policy rates to stave off the effects of the global financial crisis on the 
Indian economy. 





iquidity crunch caused by the 
global financial crisis that be- 
gan in US still continues and 
the financial situation across the 
globe still remains fluid. Leaders of 
many countries are busy taking care of 
their economies that have been bat- 
tered by the severity of the US finan- 
cial crisis. The crisis has led te a con- 
traction in the flow of credit from the 
banking sector to the real sector. 
Many countries, including US and Eu- 
rope, which have been directly affected 
by the turmoil, have taken aggressive 
steps to manage the liquidity crisis. 
The integrated and globally-connected 
financial systems have impelled coun- 
tries like India also to experience an 
indirect impact of the global financial 
crisis. 
The collapse of the erstwhile Wall 
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Street banks has indeed put an end to 
incessant lending in US and other 
countries. In the economies which were 
encouraged to run on credit, stalling of 
such credit is definitely impacting 
their financial dynamics. As part of 
attempts to save their economies, gov- 
ernments and central banks of many 
countries, including that of India, have 
used both fiscal and monetary mea- 
sures to fight the effects of the global 
financial crisis. While they have an- 
nounced economic stimulus packages 
to boost consumer confidence and 
spending, they have also resorted to 
cutting their key interest rates to in- 
fuse liquidity into their economies 
and to encourage their banks to con- 
tinue lending. The US Federal Re- 
serve and the Bank of Japan have cut 
their rates close to zero. European 


Central Bank, Bank of England, Bank 
of Korea and Bank of China have also 
resorted to steep cuts in the interest 
rates. The Reserve Bank of India too 
has taken aggressive monetary mea- 
sures to combat the effects of the li- 
quidity crisis. 


Loose monetary policy 

To enhance credit flow and spur eco- 
nomic activity, the RBI has been eas- 
ing its monetary policy since Septem- 
ber 2008. Analysts view that RBI has 
used its four monetary tools—the 
repo rate (the rate at which it lends to 
banks), the reverse-repo rate (the 
rate at which RBI borrows from the 
banks), the cash reserve ratio (the 
portion of deposit banks will have to 
keep with RBI) and the statutory li- 
quidity ratio (the portion of deposit 
banks have to invest in government 
securities)—to the maximum extent 
unlike in the past. It has lowered the 
repo rate by 350 basis points to 5.5%, 
CRR by 400 basis points to 5%, SLR 
by 100 basis points to 24%, and re- 
verse-repo rate by 200 basis points to 
4% since October 2008. The bank has 
also slashed the overnight lending 
rate by 3.5% and the borrowing rate 
by 2% since October 20, 2008. 

The Finance Ministry’s mid-term 
review of the Indian economy also rec- 
ommends for an aggressive monetary 
policy in the wake of the global eco- 
nomic depression continuing to ad- 
versely affect the Indian industry. De- 
creased lending from banks is un- 
doubtedly adding to the woes of the 
Indian industry. Analysts view that 
RBI has always taken steps to ensure 
adequate credit to industry at low 


cost. With this intention, for the last} 


six to seven years, RBI has moder- 
ated the repo rate, but did not find 
reason to lower the reverse repo rate. 
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A cut in the reserve repo rate in Novem- 
ber 2008 is likely to reduce the banks’ 
amounts parked with the RBI, leading 
to more availability of funds for ending. 
This would also subdue the cost of 
short-term funds that is considered to 
be high. As of date, between Rs 20,000 
and Rs 50,000 cr of banks’ surpius cash 
is parked with the RBI. 

Of late. RBI has been mainly 
working with three principal objec- 
tives: ample rupee liquidity, comfort- 
able dollar liquidity, and monetary 
policy aimed at continued flow of 
credit to the economy. In tune with its 
objectives, RBI injected nearly Rs 4 
lakh er of liquidity into the Indian fi- 
nancial system through the repo and 
reverse repo rate cuts; Rs 1,60,000 cr 
from the 4% CRR cut; and Rs 40,000 
er from the 1% eut in the SLR. Ana- 
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According to 


lysts expect this increase in money 
supply to be high by any yardstick. 
However, RBI has raised the pros- 
pects of a sharper economic slowdown 
in the coming months and also ex- 
pects second-round effects of the glo- 
bal downturn. This is an indication 
that RBI may lower the rates further. 
Montek Singh 
Ahluwalia, Deputy Chairman of the 
Planning Commission, inflation’s 
downward spiral has left RBI with 
ample room to further lower the in- 
terest rates. 

Unlike the governments of other 
countries, Government of India indi- 
cated that fiscal measures are off the 
table until the coming budget. There- 
fore, India’s stimulus packages are 
largely dependent on monetary mea- 
sures. Economists view that since the 
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fiscal policy of India is constrained by | 
the level of fiscal deficit already in- 
curred, it cannot depend more on 
spending packages. They also opine 
that unlike other countries which 
have brought down interest rates to 
historically low levels and ran out of 
monetary ammunition, the RBI with 
its moderately high interest rates 
has not exhausted its ability to lower 
the rates. So economists expect the 
RBI to further lower the rates. Yet, 
the RBI has kept the rate untouched 
in the recent monetary policy an- 
nounced in the fourth week of January 
2009. RBI officials are of the view 
that some time is needed to be given 
for the effect of its rate cut signals to” 
be absorbed by the financial system, 
before coming with another round of 
rate cuts. 
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Lending concerns 

Reduced lending by banks is the 
main problem confronting most of 
the economies, including India. De- 
spite the central bank's efforts to 
boost lending through massive rate 
cuts, the effects are still not trans- 
mitted to the credit markets. Ana- 
lysts at the Goldman Sachs view 
that the spread between the bank 
lending rates and policy rates has 
been widening for the last three 
years. Therefore, reduction in the 
lending and deposit rates is viewed 
in the best interest of Indian 
economy. According to the RBI Gov- 
ernor D Subbarao, the reduction in 
frepo and reverse repo rate is aimed 
at a reduction in marginal cost of 
funds to banks so as to enable them 
improve the flow of credit to produc- 





tive sectors of the economy on viable 
terms. He also said that the repo rate 
adjustment that was done earlier is 
different from the repo and reverse 
repo rate adjustment done recently. 
The present rate cuts are not in- 
tended for liquidity management, 
but to encourage banks to adjust and 
lower their lending rates. 

The volume of credit has come 
down glaringly during the past one 
year. As per the data from Morgan 
Stanley, Indian banks lent only Rs 
371 bn in 2008, compared to Rs 613 
bn in 2007. Suresh Tendulkar, Chair- 
man, Prime Minister’s Economic Ad- 
visory Council says that bank lending 
has to speed up in order to boost 
spending and investment in the cur- 
rent scenario. However, banks are 
holding back on lending, wary of the 
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risk of default and the difficulty of ac- 
cessing funds in tight credit markets. 
Reduced flew of funds from non- 
banking sources, notably the stock 
market, and external commercial 
borrowings are a.so contributing to 
the tighter credit markets. 

Analysts feel that the injection of 
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Viewpoint 


liquidity into the markets by the RBI 
has had positive effects on the money 
and government securities market, 
where yields have come down signifi- 
cantly. However, lending rates of 
banks have not come down. In fact, 
the spread between bank lending 
rates and policy rates, which has wid- 
ened over the last three years, has to 
come down to ensure proper credit 
flow in the economy. hanes the repo 
rate is reduced by 3.5%, banks have 
not reduced their fending rates even 
by half of that amount. 

Banking analysts fear that 
though indicators presently point to 
softer rates, certain factors could pre- 
clude lower rates. The relatively slow 
response from banks to reduce the in- 
terest rates is attributed to the 
‘structural factors’ of the banking in- 
dustry, apart from the tight credit 
conditions. Banks always prefer 
higher lending rates to deposit rates. 
As they reduce the lending rates, if 
they want to retain their margin, they 
also need to reduce their deposit 





rates, which is not so easy for the fol- 
lowing reasons. As a substantial 
portion of bank deposits is mobilized 
at fixed rates, banks do not have the 
option to lower the rates at a time of 
falling interest rates. Banks cannot 
also bring down the deposit rates so 
as to sustain the competition. Ac- 
cording to a public sector bank chief, 
the overall direction is towards fur- 
ther cuts, but the timing will depend 
on how much and by when they ean 
lower the cost of deposits. 

On the other hand, high rates of- 
fered by the government on Employees’ 
Provident Fund Organization (EPFO) 
or rates on small saving schemes are 
far from coming down. The falling 
yields on the government securities 
are leading the banks to earn a nega- 
tive spread between their deposits 
and fresh investments in government 
securities. But they are not able to re- 
vise or lower the deposit rates so as to? 
earn a positive spread. Increasing de- 
mand for credit is also deterring banks 
from cutting down on their lending 





Rate Cuts 
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rates. In the light of all these factors, 
banks are averse to reducing their 
lending and deposit rates. 


Road ahead 


Analysts view that RBI is playing it 

' safe and is following a wait and react 
policy. It is releasing its agenda slowly 
and is waiting for the effects of the ear- 
lier policy decisions to get absorbed into 
the system. The Central Bank is push- 
ing both the public and private sector 
banks to reduce their lending rates and 
speed up lending. However, many ana- 
lysts expect that the crisis has not un- 
folded completely and some more bad 
news may be in the offing. In a way, RBI 
has left some more room for using its 
monetary instruments in case of fur- 
ther tightening of credit. By global stan- 
dards, Indian rates are pretty high and 
so has more scope for further reduction. 
But analysts say that given the 
.eurrent conditions, if banks start 
lending to a greater extent, there is 
also a possibility of rising non-per- 
forming loans, which again hampers 
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the credit market. However, some of 
the public sector banks have come 
forward to reduce the lending rates 
and ramp up lending. Recently, 
Punjab National Bank reduced its 
PLR to 11.5% (lowest among all 
banks) with effect from February 1, 
2009 and SBI has announced a 
scheme offering home loans at a flat 
rate of 8%. Private banks are yet to 
play their part. Apart from the cut in 
the rates, increase in the volume of 
lending also requires a rethinking. 
All said and done, RBI has provided 
the necessary signal to the banks to 
lend more; now it is left to the banks 
to do the rest. However, with the 
growth figures for India falling below 
7% for the year 2008-09, along with 
the slowing industrial production, in- 
dustry pundits clamor for a further 
cut in the repo and CRR. Given the 
current economic scenario, analysts 
nevertheless expect more cuts from 


RBI in the near future.s 
~ -T Jyotsna 
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Post: Accounts Executive 

Company: Pearl Drinks Ltd. 

Job Desc: Responsible for maintainence of beoks 
of accounts, including finalization of sales 
accounting, cost accounting, debtor and creditor 
control, distribetor setlements, besides income tax, 
sales tax, excise etc. 

Profile: B.Com with 3-4 yrs of relevant exnenence 
in a manufacturing industry is desirec. 

Exp: 3-4 

Location: Deihi 

Email: careers@ckjpear!.com 





Post: Financial Controller 

Company: Panacea Biotec Ltd. 

Job Desc: Responsible for measurement cf piaat 
performance, plant product optimization, piant 
MIS reporting, monitosng and maintaining plant 
dash board on regular basis, 

Profile: Description: Measurement of plant 
performance, Plant procuct optimization, Plant 
MIS reporting, Cost reduction :nitiation at piant 
jevel etc. 

Exp: 3-5 

Location: Delh: 

Email: hrd@panaceabiotec.com 





Post: Dy. General Manager - Finance 

Company: Anglo French Drugs & industnes Ltd. 
Job Desc: its adynamic role responsible tor overall 
finance activities & manage the duties of the team 
like Fund Management, General Accounting / 
Audit, Statutory Compliance, local employment 
regulations ete. 

Profile: Charterec Acceuntant with 5-7 years of 
experience in related field is desired haveng-good 
working knowlecige of MS windows & excellent 
Excel skiils. 

Exp: 5-7 

Location: Bangalore 

Email: viney. ms@afdil.com 





Post: Sr. Accountant 

Company: Bharat Steel industries 

job Desc: Candidate have to be proficient in 
maintaining computer based accouating 
independently usto finalization & have to take 
care of taxatien and accounts part cf 
manufacturing unit. 

Profile: Requived a semior accountart proficient in 
maintaining of compater based accounts 
independently upto finalization. 

Exp: 3-6, Location: Hycerabad 

Email: bharatsteelindustries@gmail.cors 








Post: Chief Financial Officer 

Company: Done Card Utility Ltd. 

Job Desc: Responsible for Finance Control, 
Budgeting, Analysis. 

Profile: Responsible for Finance Contra, 
Budgeting, Ana‘ysis. 

Exp: 4-6, Location: Mumbai 

Email: career'@onestapshop.in 
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Post: Asst. General Manager - Finance & 
Accounts 

Company: Celestial Labs itd. 

job Desc: Incumbent would be responsible fer 
the preparation of all Financial and Accounts 
functions, MIS / Budgeting & variance analysis. 
Profile: Responsible for scrutiny, control and 
consolidation of accounts of different centers. 
Exp: 4-6 

Location: Hyderabad 

Email: hr@celestiallabs.com 


Post: Accountant 

Company: SMXL Klothings Pyt. Lte. 

job Desc: Person should possess knowledge of 
accounts, tally, banks etc. 

Profile: Should possess knowledge of accounts, 
tally, banks etc. 

Exp: 3-7 

Location: Chandigarh 

Email: hr@vxtrealtors.com 





Post: Accountant 

Company: Ashish And Company 

job Desc: Responsible for day to day accounting 
functions. 

Profile: Good knowledge in accounting with 
atleast 5 years of experience is desired. Should 
be computer savvy 

Exp: 5-7, Location: Dethi 

Email: ashishandcompany@ashisnco.com 





Post: Asst. Manager- Accounts 

Company: Excel Craft Machineries Pvt. Ltd. 

Job Desc: The position will be reporting to Sr. 
Accounts Mgr / GM Finance. 

Profile: Candidate should have at least 5 years 
experience in accounts and must be well 
acquainted with Computerized Accounting 
especially in Tally 9 and must have experience in 
preparation of Final Accounts, MIS reports, Cost 
reports, Branch reports & Payrolb. 

Exp: 5-6 

Location: Hyderabad 

Email: manish@excelcraft.in 





Post: Chartered Accountant 

Company: Asiatic Electrical & Switchgear Pvt. 
itd. 

Job Desc: Profile would include General 
Accounting, Taxation, Sales Tax, Excise, Audit, 
MIS and internal Control. 

Profile: An ability to handle multiple functions in 
Account, Finance, Taxation and audit is desired. 
Exp: 4-6 

Location; Delhi 

Email: asiatic_india@rediffmail.com 
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Post: Manager- Accounts & Finance 

Company: Specialty Polyfilms india Pvt. Ltd 

Job Desc: Ideal candidate will be responsible for 
Financial Accounting & finalization of A/c, Finance, 
Management Accounting (Day to day Fund 
Management), MIS & Cost Record, Income Tax, 
Central Excise etc. 

Profile: Knowledge of Excise & Customs, Income 
Tax, TDS, FBT, VAT, Pre and post shipment activities, 
export documentation and related formalities. 
Computer literacy & Tally is a must. 

Exp: 8-12, Location: Aurangabad 

Email: careers@specialty-films.com 


Lata arn 





Post: Sr. Manager- Accounts 

Company: Norit India Pvt Ltd . 
Job Desc: Seeking candidates from Accounting 4 
domain who has had handled Senior level l 
Accounting Management for at least 5 years and 

with a total experience of 8-12 Years. 

Profile: Seeking candidates from Chemical, 
Petrochemicals, Industrial Equipments, Water 

treatment and preferably from a manufacturing 
industry. Candidates should have handied MIS 

reporting for atleast last 3-5 years of their total 

job experience, 

Exp: 8-13 

Location: Chennai 

Email: sudeep@norit.in 





Post: Chartered Accountant 


Company: West Asia Exports & imports Pvt. Ltd. 
Job Desc: Candidates with an experience in 
finalisation of accounts, audit and MIS plus having 
thorough knowledge in ILT, (TDS Provisions) and 
Service Tax. 

Profile: Candidate should be a qualified CA with 
strong knowledge of accounting practices. 

Exp: 8-10 

Location: Chennai 
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Post: Chief Accountant- Wankaner 

Company: Kores (India) Itd. 

Job Desc: A B.Com/ M.Com with Accounts and 
commercial experience from manufacturing sector. 
Shall be responsible for accounts upto finalisation, 
commercial including MIS and costing activities of 
the textile division at Wankaner. 

Profile: Should be able to work on computerised 
environment and responsible for accounts upto 
finalisation, generating MIS & other information. A 
qualified/ semi qualified CA or CWA would also be 
considered. 

Exp: 15-20 

Location: Rajkot 

Email: hrd@kores-india.com 
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Post: Asst. Vice President - Finance 

Company: Tirumala Seven Hills Pvt. Ltd. 

Job Desc: Will be responsible for looking after the 
entire functions of Finance and Legal matters of the 
company, should have vast knowledge of I.T., S.T., 
company law matters, legal matters, budget 
controll, etc. 

Profile: Candidate should be Member of CA / CS / 
ICWA having 10 - 15 years of Accounting/ Finance 
experience. 

Exp: 10-15, Location: Kolkata 

Email: hrjobs@tirumalasevenhills.com 





Post: General Manager- Finance & Accounts 
Company: Hetero Drugs Limited 

Job Desc: Strong conceptual and practical 
knowledge is essential with an experience in SEZ 
transactons. 

Profile: 10-15 years of experience in finanace and 
accounts function of a manfacturing concern is 
desired. 

Exp: 10-15, Location: Hyderabad 

Email: CV@heterodrugs.com 





Post: General Manager - Accounts 

Company: MSPL Ltd. 

Job Desc: Job profile would be as follows: 
Finalisation of Statement of Accounts complying 
with accounting standards, Statutory & internal 
Audits, optimization of funds utilization, 
Accounting & monitoring of projects/capital assets. 
Profile: Looking for a CA having an experience in 
corporate accounting functions. 

Exp: 10-15, Location: Hospet 

Email: manjunathbv@mspllimited.com 





Post: General Manager- Finance & Tax Planning 
Company: Homex India Pvt. Ltd. 

Job Desc: Selected candidate will be desired to 
define, plan and direct administrative, financial and 
fiscal strategies within the guidelines of the general 
management and administrative board. 

Profile: A Degree in economic areas- administrative 
with a matters in finance, accounting and business 
is desired. 

Exp: 10-12, Location: Delhi 

Email: Vaishali.sharma@homex.co.in 





Post: Head- Finance & Accounts 

Company: Suvidhaa Infoserve Pvt. Ltd. 

Job Desc: Key role would be to work with top 
management in strategic planning and execution of 
the core business area. 

Profile: Should have an ability to analyze financial 
data and prepare financial reports, statements and 
projections. 

Exp: 12-15, Location: Mumbai Suburbs 

Email: careers@suvidhaa.net 





Post: Sr. Finance Manager 

Company: Egrove Systems Pvt.Ltd 

Job Desc: Responsible for handling Financial Ac- 
counts, Product Costing, Taxation, MIS & Central Ex- 
cises. 

Profile: Good experience in Manufacturing Unit 
(Accounts), Financial Accounts and Product Costing, 
Taxation is desired. 

Exp: 8-13 

Location: Pondicherry 

Email: hr@egrovesys.com 


Post: Chief Accountant 

Company: SMS Realtors & House developers Pvt. 
Ltd. 

Job Desc: Responsible for maintaining Core Ac- 
counting & Company Audits.Candidate should be 
efficient in Accounting knowledge. 

Profile: Candidate should be strong in Accounts and 
Finance & qualified in CA / IOWA preferably with 
10+ Years of experience. 

Exp: 10-15, Location: Chennai 

Email: smsgroup@live.com 





Post: Accounts Officer 

Company: Zodiac Clothing Co Ltd. 

Job Desc: Applicant will be responsible for handling 
daily accounts, writing cash book, Ledger & finaliza- 
tion of accounts, handling Statutory & Audit mat- 
ters. 

Profile: Responsible for writing cash book, Ledger & 
finalization of accounts with an experience of han- 
dling statutory matters (ESI , Sales Tax , TDS etc. 
Exp: 8-13, Location: Bangalore 

Email: hr@zodiacmtc.com 





Post: Accounts- Admin Head 

Company: Portfolio Financial Services Ltd. 

Job Desc: Job requires well qualified & an experi- 
enced candidate to join us as Head of Accounts & 
Admin dept whose main job will be of supervising 
all Admin Accounts related work. 

Profile: Job requires well qualified & an experienced 
candidate to join us as Head of Accounts & Admin 
dept whose main job will be of supervising all 
Admin Accounts related work. 

Exp: 10-20, Location: Mumbai 

Email: hrd@pfsl.org 





Post: Accounts Manager 

Company: Kay International Ltd. 

Job Desc: Looking for an inter C.A with 10-12 years 
experience in similar capacity in any reputed manu- 
facturing engineering co., will be overall in charge 
of accounts, Finance and administration. 

Profile: Looking for an inter C.A with 10-12 years 
experience in similar capacity in any reputed manu- 
facturing engineering co., will be overall in charge 
of accounts, Finance and administration. 

Exp: 10-12, Location: Sonepat 

Email: kayintl@vsnli.com 
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Post: Accounts Head 

Company: Thomson Press (India) Ltd. 

Job Desc: Will be handling Accounts & Finance, Sec- 
retarial & Taxation, Auditing, MIS, 100% EOU, Ex- 
ports Management, Logistic Planning etc. 

Profile: Will be handling Accounts & Finance, Secre- 
tarial & Taxation, Auditing, MIS, 100% EOU, Exports 
Management, Logistic Planning etc. 

Exp: 8-13 

Location: Navi Mumbai 

Email: vkpandey@thomsonpress.com 





Post: Financial Planning and Analysis Leader 
Company: Owens Corning (india) Ltd. 

Job Desc: Required to work as a business partner to 
support decision-making through financial analysis, 
lead accurate, relevant and timely MIS generation, 
review business development plans from financial 
perspective. 

Profile: Should be a Chartered Accountant/ MBA 
having at least 8 years experience in the manufac- 
turing industry with an exposure to costing and fi- 
nancial planning. 

Exp: 8-11 

Location: Mumbai 

Email: Careers.India@owenscorning.com 





Post: Sr. Manager - Finance 

Company: Ramboll Imi Soft Pvt. Ltd. 

Job Desc: Candidate will be in-charge of Finance 
and Accounting dept including legal issues, ensure 
finance and accounting procedures are followed, 
implement process re-engineering to ensure finan- 
cial stability of the company. 

Profile: Candidate must be a CA and MBA (finance) 
having 10-12 years experience with 4-5 years in a 
service industry. Must have an experience of imple- 
menting ERP. 

Exp: 10-12 

Location: Hyderabad 

Email: jobs@imisoft.com 





Post: General Manager- Finance 

Company: Vishvaraj Infrastructure Ltd. 

Job Desc: Responsible for providing strategic direc- 
tion to the business and developing financial goals, 
establishing the 5 year plans, corporate objectives, 
evaluating investment decisions & setting up strate- 
gic goals & objectives for each business. 

Profile: Seeking for a B.Com/ M.Com, CA or MBA 
(Finance) with 15-20 yrs of experience in relevant 
Industry. Should have managed a team for at least 5 
years as a Head of Finance. 

Exp: 14-24 

Location: Mumbai 

Email: hr@vilindia.com 
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Darw 


j b world celebrated the two hundredth anniversary of the 
birth of Charles Robert Darwin on 12* February. As a sci- 
entist, Darwin is revered as the inspiration behind the freedom 
of thought in the given science. The world also celebrated the one 
hundred and fiftieth year of the publication of his book The 
Origin of Species, in which he wrote: “Each new species arises by 
descending, with modification, from an ancestral species.” His 
theory of evolution—the natural selection of random heredit- 
able changes, which make organisms fitter to survive and pro- 
create in their native environment—besides being radical, chal- 
lenged the very theology by breakimg man’s link with God. It 
stirred a controversy that profoundly affected the “way men 
looked at themselves and their place in the universe”, which 
continues even to date. 

His theory of evolution—“descent with modification and 
natural selection”—enunciates a simple process: that organ- 
isms vary from one another; such variation is noticed even 
within species; that new variation can arise 
from time to time but without any act of design; 
some of this variation is passed on by the par- 
ent to the offspring; and as more individuals 
are born than can survive in the available 
space, the weakest of them get eliminated in 
their struggle for survival, while the fit survive, 
passing on their traits to the offspring, and 
thus over a period of time new species form. 
Darwin, however, failed in educing a geological 
record that alone could showcase the existence 
of innumerable transitional forms m the crust 
of earth to prove the fact that species have de- 
scended from other species by fime gradations. This Darwinian 
dilemma has only strengthened the opposition to his theory of 
evolution from those who believed that God designed the uni- 
verse. However, as the Nobel Laureate James Watson, said, the 
later research findings about the “universality of the Genetic 
Code” have clearly established the fact of “common ancestry of 
all living organisms.” 

Interestingly, Darwin’s understanding of the “struggle for 
existence” of organisms is said to have emanated from his read- 
ing of “Malthus on Population”, an article which argued that 
natural populations grow at an exponential rate, whereas the 
increase in food supply is linear implying that more people are 
born than can possibly survive: “[A]nd being well prepared to 
appreciate the struggle for existence...it once struck me that 
under these circumstances favorable variations would tend to 
be preserved, and unfavorable ones to be destroyed. The result of 
this would be the formation of new species.” 

Given that, Darwin’s evolution is today influencing every dis- 
cipline of modern research, including economics. For instance, 
classical economists consider man as a rational being with a 
tendency to maximize his future wealth. But behavioral econo- 
mists observe that man is not always rational, and to prove 
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their point they often cite ‘endowment effect —the tendency to 
value objects that are already owned higher than the similar 
goods not owned—and the resulting reluctance to trade them, 
which a classical economist would expect of them. This syn- 
drome of rational vs. irrational behavior can perhaps be better 
explained using Darwin’s explanations about evolution, for a 
recent study on chimpanzees revealed that the ‘endowment ef- 
fect’ is predominant in them. Which is why one is tempted to 
wonder if it is the salience of evolution of man and ape from a 
common ancestor that makes him reluctant to part with a 
known certainty for an uncertain proposition. 

Another example of human behavior that, perhaps, has deep 
evolutionary roots is: variations in the behavior of businessmen. 
For instance, take the examples of Infosys Technologies Ltd., and 
the Satyam Computer Services Ltd. Both are IT-related busi- 
nesses developed by first generation entrepreneurs. The promoters 
of these two companies—Narayana Murthy and his team, and 
Ramalinga Raju—hail from middle-class back- 
ground. They have literally built these two com- 
panies from scratch: Narayana Murthy started 
Infosys with six other friends in 1981 with a mea- 
sly capital of US$250 and made it a global leader 
in the ‘next generation’ of IT and consulting with 
over 50 offices and development centers in India, 
China, Australia, the Czech Republic, Poland, 
the UK, Canada and Japan, manned by 103,000 
employees, generating revenues of over US$4 bn; 
whereas, Raju started Satyam in 1987 turning it 
into a leading global business and information 
technology company, delivering consulting, sys- 
tems integration, and outsourcing solutions to clients in over 20 
industries, manned by over 50,000 employees, with revenue cross- i 
ing $2 bn mark by 2006. As the businesses started growing, 
Narayana Murthy, the then Chairman of Infosys, preferred to hand 
over the baton to his next in the line of succession; but Raju chose to 
inflate the growth figures of Satyam (as claimed by himself), all in 
the anxiety of holding it within the family, and in the process ruined 
the business and landed himself in jail. 

It is, perhaps, these two different behaviors of Ramalinga 
Raju and Narayana Murthy that Sripada 
Subrahmanyasastri—a noted early 20" century scholar from 
Andhra Pradesh—had in mind when he made a profound state- 
ment: “It is because of man that business gets ruined, but no 
business ever ruins a man.” That is, of course, an aside here, 
but what matters most is that no amount of rules, as 
Damodaran, ex-chief of Sebi observed, can eliminate such recur- 
rence of corporate scandals till man learns to at least behave. 
And, of course, all is not lost, for Darwin also said: “...from so 
simple a beginning endless forms most beautiful and most won-* 
derful have been and are being evolved”, which is why we could 
still hope for a better business sense to evolve. = 
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G20: Trudging Towards Growth 


Looking at the outcome of the recently concluded G20 meet in London, one is 
reminded, of course aptly, of what Trevor Manuel, Finance Minister of South 
Africa, considered to be an adept at convincing people about the possibility of 
change citing his own South African experiences—‘I come from South Africa, 
where at various points in our history it seemed like we would not be able to 
resolve our problems. But we did. How? We all had to give up something”—said, 
while reflecting on the current global economic crisis and the need for a funda- 
mental overhaul of global institutions overseeing global capitalism, to a weekly 
in Johannesburg, recently: “If you are a doctor and your patient had major car- 
diovascular and lung problems, prescribing an aspirin ... might make him feel 
better, but would it solve the problem?” 

Although the International Monetary Fund warned about many banks still 
holding toxic assets and the imminent financial crisis in eastern and central 
Europe, nothing was attempted at the summit to fix the global banking system. 
Nor did the leaders come up with any action plan to “fight back against the 
global recession,” despite the fact that for the first time after the Second World 
War, the world growth is predicted to decline, which if lasts longer, is sure to 
expand and deepen the crisis beyond its present spread. 

There is, thus, a dire need to increase global demand without, of course, 
increasing its imbalances. It is also a reality that the US is no longer in a 
position to revive world demand on its own. Which is why, it is the surplus 
countries such as China, Germany and Japan that are expected to come forward 
with fresh fiscal policies aimed at stimulating more domestic consumption. 
There is, however, no firm commitment to this end—may be, it was unrealistic 
to expect such outcomes from the summit when the prevailing mood of every 
leader was, as the Germany’s Chancellor Angela Merkel summed up, focused 
more on defending his/her national interest. 

That said, we must also admit that the outcome of the G20 Summit was not 
all that disappointing, for the summit pledged itself to increase the IMF's re- 
sources by $500 bn so as to enable it to prop up economies of countries that have 
landed in sudden financial straits, as also to serve as a general liquidity to 
support international trade. The Fund is also permitted to issue $250 bn-worth 
of its own currency, Special Drawing Rights (SDRs). It was also decided that 
henceforth IMF should act as a global economic cop, monitoring economic poli- 
cies adopted both by the developed and developing economies, and blow the 
whistle whenever it senses dangerous behavior from any country that can ex- 
pose global economy to risk. Of course, these are merely an expression of intent, 
for it is not yet clear wherefrom the funds will come, except for the promise of 
China to lend $40 bn and the already promised $200 bn from Japan, leaving a 
gap of $260 bn. Nor does the issue of SDRs automatically increase global liquid- 
ity, for under the present quota system much of it will end up with rich countries. 

Nonetheless, the fatness of the proposals does indicate that the leaders are 
serious about making IMF relevant to sustain global economy and wish that it 
should emerge as an alternative to the self-insurance practices adopted by the 
emerging economies against the 1997-type of capital flows-induced crisis. Such a 
change in the functioning of IMF is already visible: it has recently sanctioned a 
Flexible Credit Line—a newly evolved insurance-instrument in consultation with 
the emerging economies—of $47 bn to Mexico with no policy strings attached. 

Yet, the net outcome of the summit can be summarized thus: though G20 
leaders have made progress in giving a push to global demand through revital- 
izing IMF, they may not be able to sustain the economic recovery unless they fix 
the banking system at the earliest and nations, particularly ‘surplus countries’, 
are willing to give up a little of their national interests. 


GRK Murty 
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Satyam buyout will be a major game-changer for Tech Mahindra. We have 
taken on the challenge and will make it work. We will give our highest priority 
to restoring confidence in the company. I plan to reach out to some of the key 
clients of Satyam, including Cisco, Citigroup and GM. 

Anand Mahindra, Chairman, Tech Mahindra 


Efforts to restart the economy are beginning to take hold, although there is 
more work to be done to restore growth. Steps taken to recapitalize banks, 
strengthen the housing market and rescue the auto sector were necessary 
pieces of the recovery puzzle. 


Barack Obama, President, US 


The only way to remove treubled assets clogging banks’ balanee sheets— 
which lie at the heart of the financial crisis—is to work with the private sector, 
even at a time when Wall Street moneymakers are being vilified by the public 
and politicians. 

Tim Geithner, Treasury Secretary, US 


There are signs that the sharp decline in the US economy is slewing, indi- 
cating a potential first step toward a recovery from the worst recession in a 
generation. I am fundamentally optimistic about our economy, but we will not 
have a sustainable recovery without a stabilization of our financial system 
and credit markets. 


Ben Bernanke, Chairman, Federal Reserve, US 


IIP growth performance was not as such a source of disappointment. He 
pointed out that it was mainly sectors with high export linkage that bore the 
brunt of the external demand slowdown and thereby impacted industrial 
output. 


Ashok Chawla, Secretary, Economic Affairs, India 


Banks had not passed on the benefit of softer interest rates to trade and 
industry. It is imperative for banks to do their bit (by cutting interest rates) to 
alleviate the problems of trade and industry. 


Sajjan Jindal, President, Assocham 


Wadia Group is pleased with the acquisition of Danone’s Stake in Britan- 
nia. Over the last nine decades, Britannia has created a rich heritage of brands 
and a strong corporate reputation which has seen several ownership changes. 
In the last few years, the trajectory of investment and growth has accelerated, 
making Britannia one of the fastest growing companies in India. 


Nusli Wadia, Chairman, Britannia Industries 


The role of SDR has not been put into full play due to limitations on its 
allocation and the scope of its uses. However, it serves as the light in the 
tunnel for the reform of the international monetary system. 


Zhou Xiaochuan, Governor, The People’s Bank of China 
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China’s Forex Reserve 


Dollar Woes A weak dollar is the last thing China 
would ever desire. It was this fear that 
led China to recently make a clarion call 
for the US to cut down on its profligacy 
and, importantly, for the creation of a 
new international currency to replace 

È. the US dollar. China’s worry stems from 

Nass l P A : À l 
~. >. ia N its burgeoning forex reserve, which is 

woe a re —— — Se eee 5 
p e ee @ 2 yee overexposed to the greenback. Beijing’s 
call for creating a new global currency, 
however, has the Obama Administra- 

tion in a state of ‘shock and awe’. 
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Satyam in Tech 
Mahindra’s Net 


In a move that was termed as 
a ‘game changer’ by 
Mahindra Group Vice- 
Chairman Anand Mahindra, 
Tech Mahindra acquired the 
scam-tainted Satyam. The 
deal costs Rs 2,889 er to Tech 
Mahindra to acquire 51% 
stake in the fraud-hit 
Satyam and it values each 
share of Satyam at Rs 58, a 
premium of 23% over its clos- 
ing price. The deal is likely to 
catapult Tech Mahindra into 
the big league of Indian IT 
firms and at the same time, 
it also marks the end of the 
uncertainty surrounding 
Satyam. 

Tech Mahindra’s emer- 
gence as the successful 
acquirer for Satyam comes 
around more than three 
months after the biggest cor- 
porate scandal in India’s his- 
tory. On January 7, Satyam’s 
Founder B Ramalinga Raju 
disclosed that he had, over 
the years, fudged the 
company’s books to the tune 
of at least Rs 7,136 cr. The 
Satyam board was dissolved 
by the government days after 
Raju’s confession and a new 
board appointed in its stead. 
The effort to sell Satyam was 
initiated by the new board. 
Tech Mahindra pipped L&T, 
which bid Rs 45.90, and 
Wilbur Ross, which bid at Rs 
20, to become the highest 
bidder. 

The deal is accretive to 
Tech Mahindra because it 
addresses the inherent risks 
that Tech Mahindra had—it 
was dependent on its foreign 
partner British Telecom 
(BT) and its revenues were 
only from telecom 
outsourcing. The deal will en- 
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Tata Nano Makes Its Debut 


The world’s cheapest car, 
Tata Nano, has made its 
much-awaited debut on 
March 23, 2009 and is 
poised to hit Indian roads in 
July 2009. With this formal 
debut, Ratan Tata’s dream 
to offer a safe, affordable, 
all-weather form of trans- 
port for Indian middle- 
class families has become a 
sweet reality. Ratan Tata 
first announced his dream 
project of a $2,000 (Rs 
1,00,000) car on March 11, 
2003 at the Geneva Motor 
Show. It took exactly six 
years to turn that dream 
into reality. The world’s 
cheapest car, Tata Nano, is 
also widely dubbed as the 
‘people’s car’, 

Making Nano was no 
easy task for the Tatas. 
Most of the industry asso- 
ciations had dismissed the 
idea as impossible. A team 
of 500 engineers under the 
guidance of Girish Wagh at 


able Tech Mahindra to diver- 
sify its business and leverage 
upon the inherent strengths 
of Satyam. And for Satyam, 
the deal is like a saving 
grace—as it is certainly bet- 
ter than going into oblivion. 
However, despite the syner- 
gies and gains, there are 
some discernible challenges 
that Tech Mahindra has to 
counter. Satyam still carries 
some legal baggage as holders 
of its American Depository 
Receipts have filed a class-ac- 
tion suit in America. Upaid, a 
British mobile-payments 
firm, is seeking damages in an 
intellectual-property dispute 
that predates Raju’s confes- 


the Tata Motors’ Engineering 
Research Centre (ERC) in 
Pune helped the Tatas to 
build their dream car. Cut- 
ting down the costs and spot- 
ting a suitable location was 
even more challenging. 
Though Singur in Bengal was 
chosen, political agitations 
there forced the Tatas to shift 
its plant. The Gujarat govern- 
ment which helped the Tatas 
by lending 1,100 acres of land 
and agreed to offer a soft loan 


of Rs 9,570 cr at an interest 


rate of 0.1% for shifting and 
setting up the project also de- 
serves some praise. Despite 
the hardships faced by the 
Tata Motors while shifting 
the exclusive Nano plant 


from Singur to Sanand, 


Ratan Tata and his team 
successfully rolled out the 
Nano to public on March 23, 
2009. Tatas are planning to 
export it to European coun- 


tries within the next three 
years. 


sion. Even members of Raju’s 
own family claim Satyam 
owes them money. 


Industrial Growth 
at 14-year Low 


According to the data re- 
leased by the Central Statis- 
tical Organization (CSO), 
India’s industrial output fell 
at its fastest annualized 
rate in 14 years. Factory out- 
put shrank 1.2% in February 
2009 against a growth rate 
of 9.5% during the same 
month a year ago. According 
to Economic Affairs Secre- 
tary Ashok Chawla, the con- 
traetion in factory output 





Many have raised con- 
cerns about the safety and en- 
vironmental impact of the car. 
However, the Tatas ensured 
that the little car underwent a 
full-frontal crash test in India 
before its unveiling. They also 
claim that it is designed to 
meet international offset and 
side impact crash tests, and 
has a lower pollution level 
than two-wheelers in India. It 
can be said confidently that 
the little Nano has risen 
against all the odds to fulfill 
the dreams of many Indian 
families. Bookings have al- 
ready begun for Nano and the 
company officials say that 
public has responded sponta- 
neously. 


was mainly due to lower out- 
put in export-linked sectors, 
despite a robust domestic de- 
mand. Manufacturing, which 
constitutes 80% of IIP (Index 
of Industrial Production), con- 
tracted by 1.4% in February, 
as production of basic, inter- 
mediate and consumer goods 
shrank, compared to the cor- 
responding period last year. 
The mining sector contracted 
1.6% in February. 

However, capital goods 
and machinery equipment 
have registered a double- 
digit growth of 10.4% due tò 
frontloading of government 
spending in the infrastruc- 
ture sector. However, it may 
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not continue for long as pri- 
vate investment is drying up 
in these sectors. Analysts 
view that the wholesale 
price index, which is hover- 
ing at near zero levels at 
around 0.26%, signals fur- 
ther rate cuts by the RBI. 
This suggests that Indian 
economy is looking forward 
to more monetary measures 
rather than fiscal measures. 

Given such discouraging 
data, Crisil Ltd.’s Principal 
Economist Dharmakirti 
Joshi predicts that the in- 
dustrial production will re- 
main subdued in the next 
couple of months, and may 
pick up in the second half of 
2009-10. 


Global Ad Spend to Dip Most in 29 Years 


As consumers are tighten- 
ing their purse strings, re- 
cession hit companies are 
slashing their marketing 
budgets unabatedly. Con- 
sequently, industry experts 
are painting a very grim 
picture for the global adver- 
tising spending. According 
to ZenithOptimedia, a unit 
of Paris-based Publicis 
Groupe that advises com- 
panies on ad purchases. 
Global ad spend will de- 
cline the most in the last 29 
years in 2009, the deepest 
since Zenith started to 
track the data in 1980. 
Spending is expected to fall 
by 6.9% to $453.2 bn, much 
more than the 0.2% drop 
forecast in December. Ad 
expenditures dropped from 
their 2008 peak after 
economies around the 
world squeezed, which has 
forced Zenith to cut its esti- 
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Zimbabwe Dumps 
Its Own Currency, 
for Now 


In a not so unexpected move, 
the Zimbabwean govern- 
ment and the Central Bank 
of Zimbabwe have decided to 
suspend their own free-fall- 
ing currency, Zimbabwe dol- 
lar (ZWD), for at least a year. 
This humiliating decision 
has been taken, as there is 
nothing to support and hold 
its currency’s value. Earlier 
in January, in response to 
unprecedented hyperinfla- 
tion, which touched 230 mil- 
lion percent (a figure previ- 
ously not seen anywhere in 
the world), Zimbabwe legal- 


mates for the third time in 
about six months. However, 
of late, the growth of 
Internet/online spending has 
increased tremendously, 
and it is estimated to show 
positive signs during the 
year. Search engine market- 
ing tools and techniques of- 
fered by large Internet com- 
panies like Google and oth- 
ers are alluring advertisers 
to market their products 
through this medium. Zenith 
figures that the search ad- 
vertising will rise by 9% and 
display ads will shrink by 
1.8% in the US. While the 
global newspaper ads fell by 
12% to $107 bn, magazine 
ads fell by 11% to $49 bn. Al- 
though the outlook seems to 
be gloomy to the traditional 
media, television ad spend- 
ing seems to be less im- 
pacted with the spending 
down by 5.5% only. Advertis- 


ized the use of foreign cur- 
rencies, including the 
Botswana pula, the South 
African rand, the US dollar, 
the euro and the British 
pound. And soon the ZWD 
went out of circulation. And 
ever since the move, the con- 
sumer prices have declined 
for three months in a row. 
Now, the Zimbabwe govern- 
ment has decided that the 
ZWD would be brought back 
only when industrial output 
returns to about 60% capac- 
ity from the current average of 
20%. Critics blame veteran 
leader Robert Mugabe for 
this utter mismanagement of 
the economy and for the com- 
plete collapse of its water, 





ers mostly rely on tradi- 
tional TV ads due to their 
cost arbitrage and vast 
reach on time. Neverthe- 
less, the spending in Asian 
countries like China and In- 
dia will rise to 5.4% and 
6.4% respectively but down 
from the estimates of 2008 
of 9% and 13%. However, 
the fourth largest advertis- 
ing group expects a modest 
recovery in global ad spend 
in the next year, with 1.5% 
and 4.5% by 2011. 


sanitation and health system, 
which has ultimately ruined 
the country and transformed it 
into a hunger society. The bank- 
rupt nation had in the past 
years spent mega millions of 
hard currency to print, print 
again, which had added fuel to 
the inflation fire and eventu- 
ally led to the demise of ZWD. 


US Clears the 
Deck for Carbon 
Emission 
Regulations 


In a move to curb greenhouse 
gas emissions, Barack 
Obama’s administration has 
empowered US Environmen- 
tal Protection Agency (KPA) 
to regulate CO, emissions un- 
der the current air pollution 
laws. In an attempt to signal 
US commitment and encour- 
age other countries, particu- 
larly China and India, to 
make concessions, the US 
president aims to push this 
before the commencement of 
UN climate change talks in 
Copenhagen in December. 

Indeed, according to the 
Supreme Court ruling in 2007, 
the Clean Air Act gives EPA 
the authority to regulate 
greenhouse gases. Though 
George Bush’s administration 
declined to encourage this, 
Obama’s administration has 
given the green signal for the 
EPA to start preparing the 
ground for regulation. Also, it 
is increasing the pressure on 
Congress to pass new legisla- 
tion to tackle global warming 
by way of setting up a cap-and- 
trade system, similar to the 
one used in Europe to regulate 
carbon emissions.#= 
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Global Economy 


In for a Deflationary Shock? 





With many input prices, like those for commodities, falling already, 
deflation, an absolute fall of the price level, can no longer be avoided. 


— Heiner Flassbeck 


Director of the Division on Globalization and Development Strategies at the United Nations 
Conference on Trade and Development (UNCTAD) and Chairman of the UNCTAD Secretariat Task 
Force on Systemic Issues and Economic Cooperation 


and 
— Sonia Boffa 


Associate Economic Affaics Officer. UNCTAD and member of the UNCTAD Task Force on 


Systemic Issues and Economic Cooperation 





espite the intensive efforts of a 

number of governments to con- 

tain the fallout of the erisis, it 
has spread te many regions and sectors. 
The decline in economic activity is un- 
usually strong and parallel across 
economies around the globe. The world 
economy is in a deep recession, and this 
is reflected in the dramatic setback in 
the recent global growth rates, which 
were consistently above 3% for several 
years. Although this reversal is mainly 
owing to deep contractions in the devel- 
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oped world (2%), a considerable slow- 
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down in growth rates in developing 
countries and transition economies 
(down to 3%) also contributes to the dis- 
mal outcome. 

The world is not witnessing the kind 
of cyclical decline that occurs once every 
few years. This time the downturn is 
driven by an unprecedented and rapid 
deleveraging on a global scale. The 
subprime credit collapse highlighted 
the exposure to risk in many areas and 
triggered the sudden and parallel un- 
winding of speculative positions in the 
stock, commodity and foreign exchange 


markets, causing a drastic decrease in 
asset prices. As many markets were 
equally overvalued, the correction is 
sweeping. It started with house prices, 
stocks followed, commodity prices were 
next, and foreign exchange markets 
then turned around in the unwinding of 
carry trade operations. This global 
deleveraging process cannot be easily™ 
stopped. The resulting changes in rela- 
tive prices occur at a breathtaking 
speed and have led the world economy 
into a deep recession. 

Against this setting, there can be no 
doubt that the immediate danger fol- 
lowing the steepest recession in modern 
history is deflation. 

The critical question, however, is 
whether this marks only a temporary, 
one-off corrective drop, or whether this 
may be the beginning of a longer period 
of deflation. The more households, busi- 
nesses, banks, and other economic 
agents involved directly in speculative 
activities with borrowed funds, the 
greater the pain of deleveraging, i.e., the 
process of adjusting the level of borrow- 
ing to diminished revenues. A ‘debt de- 
flation’, as first explained by the econo- 
mist Fisher in 1933, sets in that fuels 
further painful adjustment because 
debtors try to improve their financial 
situation by selling assets and cutting 
expenditure, thereby driving asset 
prices further down, cutting deep into 
profits of companies and forcing new 
debt deflation elsewhere. 

It is crucial to avoid a situation 
where price decreases lead to lower pro- 
duction, which in turn leads to lower 
wages and demand, which leads to fur- 
ther decreases in prices (the so-called 
deflation spiral). To break this vicious 
circle, it is also vital to avoid wage defla> 
tion. In fact, as with fighting inflation, 
the institutional arrangements on the 
labor markets and the implied ‘flexibil- 
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ity of nominal wages will be crucial. The 
more that the flexible wages react to 
rising unemployment, the higher is the 
risk of creating the kind of deflation 
trap that had befallen Japan during the 
1990s. 

Falling wages have disastrous ef- 
fects on the overall economy and the de- 
flation outlook. Normally, drops in 
nominal wages are not followed imme- 
diately by falling prices, which trans- 
late to lower real wages. However, lower 
real wages will not, as neoclassical eco- 
nomic theory asserts, immediately 
raise employment and thereby compen- 
sate the negative income effect by a 
positive employment effect. However, 


>the effect of falling real income on do- 
/ 


—— 
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mestic demand will be instantaneous. 
With the most important source of do- 
mestic demand, private consumption, 
contracting, even the positive effect of 
falling real wages on profits do not ma- 
terialize. Sluggish demand will then 
force prices to follow wages, sooner or 
later. For governments, compensating 


Countries with large current account surpluses 
and sluggish domestic demand must act more 
aggressively than countries with external deficits. 


for falling private consumption be- 
comes a Herculean task, such that fi- 
nally investment in fixed capital is also 
damaged. 

Consequently, the danger of falling 
into the deflationary trap justifies ag- 
gressive and persistent monetary and 
fiscal policies, including ‘quantitative 
easing and the buildup of new govern- 
ment debt. The term quantitative eas- 
ing refers to the creation of a predeter- 
mined quantity of new money ‘out of 
thin air through central bank’s open 
market operations (by buying assets, 
such as government and corporate 
bonds) as the start of a process to in- 
crease the money supply. 


The options to tackle deflation 
Deflation will not cure itself. Debt de- 
flation underpinned by contracting pri- 
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vate demand can only be countered by 
government debt inflation. Therefore, 
the most important task is to break the 
spiral of falling asset prices and de- 
mand and to revive the financial 
sector’s ability to provide credit for pro- 
ductive investment to stimulate real 
economic growth. Since the market sys- 
tem is not self-correcting with respect to 
deflation, governments and central 
banks have to take active measures to 
boost demand through interest rate 
cuts and increases in government 
spending. 

But in such a scenario, many people 
actually fear that there is the danger of 
an inflationary acceleration later, 
which would come through the channel 
of “too much money chasing too few 
goods”. However, this is not a channel 
but just an identity with one big un- 
known: the velocity of money. Hence, to 
become inflationary in a market 
economy, “too much money” has to go 
either through the channel of “too much 
demand” or “too high costs”, in particu- 
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lar labor costs. Obviously, the world 
economy is very far away from either 
being realistic channels for inflationary 
acceleration. Capacity utilization is at 
historic lows and unemployment is ris- 
ing with dramatic speed, which will 
clearly prevent wage inflation for a con- 
siderable period of time. Once the glo- 
bal economy begins regaining normal 
capacity utilization and normal em- 
ployment levels, possibly in a matter of 
years, not months, it will be possible for 
central banks to sterilize the requisite 
amount of money to avoid an inflation, 
by selling revalued assets and absorb- 
ing excess money supply. Hence, the 
fears that “too much money” or rising 
government deficits could soon spark a 
new round of inflation are unjustified, 
misleading and could be dangerous in 
the current depressed economy. 


Current public firefighting thus en- 
tails the difficult balancing act of let- 
ting the fire consume what is in any case 
unsalvageable, while also protecting 
those parts of the edifice that are most 
vital and that can eventually be rebuilt. 
Therein the task of governments is of a 
threefold nature: First, they have to re- 
store confidence on the national and in- 
ternational financial markets so as to 
ease the flow of liquidity and credit and 
reignite global demand. This is a time- 
consuming process. It started early on 
in the crisis, but neither can highly un- 
settled credit markets be expected to 
recover overnight, nor can generous li- 
quidity alone ensure recovery. Second, 
they have to apply pragmatic and 
strong countercyclical macroeconomic 
measures to fight the resulting global 
downturn. Third, they have to under- 
take the most urgent regulatory mea- 
sures now to stabilize relative prices in 
the global economy by preventing new 
rounds of destabilizing speculation. 

In fact, in developing countries and 
some emerging economies, central 
banks have acted swiftly and in a rather 
coordinated fashion to tackle the crisis. 
From the start, the United States Fed- 
eral Reserve did not only inject liquidity 
into the interbank market, but also 
slashed interest rates dramatically to 
provide monetary stimulus for the real 
economy. The Bank of England followed 
suit, in line with many other important 
central banks. Only the European Cen- 
tral Bank hesitated to cut interest 
rates, although it provided additional 
liquidity to the system. 

Countries with large current ac- 
count surpluses and sluggish domestic 
demand must act more aggressively 
than countries with external deficits. 
This is particularly true for a number of 
economies in Western Europe and for 
Japan. In the Euro area, Germany is in 
an excellent position to use fiscal poli- 
cies due to low deficits, low interest 
rates and one of the largest current ac- 
count surpluses in the world. Recently, 
the government announced a second fis- 
cal package of up to euros 50 bn for 2009 
and 2010 (reaching a planned combined 
stimulus for 2009 of around 1% of GDP). 
But more is needed and with a greater 
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“ocus on public investment rather than 
zax cuts and other indirect measures 
that are likely to be saved and not 
spent. China, with the second largest 
current account surplus, seems to be 
ready to capitalize on its favorable ex- 
ternal and budgetary position by realiz- 
ing a large-scale plan for fiscal stimuli. 
These plans could add up to 10% of 
China’s GDP during the two-year period 
of 2009 and 2010. At this size, it would 
also help to support global demand. 

However, the scope for 
countercyclical policies among develop- 
ing countries and countries in transi- 
tion varies greatly. Many countries with 
current account deficits and a weak cur- 
rency are pushed by their creditors to 
lean towards pro-cyclical macroeco- 
nomic policies with high interest rates 
and fiscal conservatism. However, a de- 
parture from the traditional policy 
practices and conditionality is war- 
ranted, indeed indispensable. 

As the pro-cyclical policy stance is 
the result of concerns over the threat of 
further currency depreciation, the inter- 


The Many Hugs of 


national community must allow these 
countries the room for manoeuvre to 
stabilize their real economies. This can 
be done best by way of creating uncondi- 
tional international assistance to sta- 
bilize devaluing currencies at a certain 
point by direct intervention of the coun- 
tries with revaluing currencies. To en- 
hance their scope for countercyclical re- 
sponses further, compensatory financ- 
ing, reserve swaps and additional and 
reliable foreign aid flows should be 
made available immediately. Only if all 
countries can cope with declining export 
earnings and reduced access to private 
capital flows, the world as a whole will 
be able to quickly overcome the global 
crisis. 

International coordination is indis- 
pensable to fighting the onset of global 
depression as well as to dealing with 
the root causes of the slump. If some 
countries or regions start to ‘free ride’ on 
the attempts of other governments to 
lean against the winds of recession and 
depression by deficit spending, a global 
depression cannot be ruled out. Any 
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kind of competitive devaluation of cur 
rencies, wage cuts and/or protectionis 
measures would be disastrous at thi: 
juncture. 

In conclusion, the world economy i: 
facing a ‘deflationary shock’. The resul 
of debt deflation, if not stopped early on 
will be deflation of prices of goods anc 
services, as it constrains the ability o 
the economy as a whole to consume anc 
to invest. Thus, in a debt deflation, the 
attempts of some to service their debts 
makes it more difficult for others to ser. 
vice their debts. In the current frame- 
work of neither ‘too much demang’ nor 
‘too high cost’, printing money and/or in- 
creasing government spending will not 
lead to inflationary pressures. There is 
an urgent need for governments to step 
in and stabilize the system. Deflation is 
not a myth; it is a reality and, as such, 
has to be confronted. Therefore, next 
step: fighting deflation through con- 
certed government action to boost glo- 
bal demand. = 
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Private Equity 


Boom Time Ahead? 








With the economic downturn in developed economies intensifying and the 
application of capital becoming dearer and shrinking the expected Return 
on Investments (Rol), PE firms are finding their way into safer investment 
havens, that is, emerging markets. 


— Bundeep Singh Rangar 


Chairman, IndusView Advisors Ltd., London 





he much-talked about 

recessionary pressures have 

not deterred ambitious Private 
Equity (PE) firms that raised $400 bn 
globally. An assessment of the invest- 
ment climate in the backdrop of unfa- 
vorable economic trends indicates that 
a majority (63%) of the investors con- 
tinue to pursue their search for profit- 
able investment avenues this year, ac- 
cording to estimates. 

Among these active investors, 71% 
confirm their continued interest in the 
emerging markets like India, where 
the economy is relatively on a firm 
footing, as the favorite investment des- 
tinations. The reason—India is pre- 
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dicted to register a GDP growth of more 
than 7% this financial year, a drop 
from 9% that the country achieved last 
year. In contrast, however, global eco- 
nomic growth is projected to have 
shrunk to 3.7% in 2008 from about 5% 
the previous year, according to the esti- 
mates of the International Monetary 
Fund. An earlier study by the Economic 
Intelligence Unit suggested India will 
contribute more than 12% toward glo- 
bal economic growth by 2020, from ap- 
proximately 5% in 2006. 

This is also a reflection of the 
‘Decoupling Theory’ for the emerging 
markets, particularly in Asia, which 
are less dependent on developed mar- 


kets. Growth deceleration was much 
less marked in the emerging markets 
in the first half of 2008 than in devel- 
oped markets. The prevailing trends 
indicate that developed markets’ 
growth will slow to 1% in 2009 from 
2.5% in 2007 while emerging markets 
would still maintain a healthy pace of 
6.6%. 

The government on its part is also 
extending its support to ensure that 
the growth trajectory is not missed. 
The easing of FDI norms falls in line 
with other growth initiatives and 
stimulus packages announced by the 
government last year, which have 
started showing revival trends in key 
sectors like steel, cement, automobile, 
food and beverages, and Fast Moving 
Consumer Goods (FMCG). 

The cement sector grew 10% in 
December 2008 as compared to No- 
vember and the year-on-year increase 
of 11%. Steel declined steadily 
through September, October and No- 
vember last year. The sector recov- 
ered in December 2008 and January 
2009, touching the May 2008 figure of 
22.86 metric tons, when the sectoral 
growth rate was 4.1%. The automo- 
bile sector grew too, with the January 
2009 figures in the passenger ve- 
hicles sales showing a 32% rise over 
December 2008 and commercial ve- 
hicles at 23% over a similar time 
frame. FMCGs and food and bever- 
ages have recorded a year-on-year 
growth of 26.4% and 28% respectively 
for the quarter ended December 31, 
2008. Such growth trends across sec- 
tors send assuring signals of eco- 
nomic revival and corresponding prof- 
itable investments for investors. 

Further, the sustained pace in the 
private equity deals is attributed to the 
fact that investee companies are sig- 
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nificantly cheaper now than just nine 
months ago, with stock prices world- 
wide touching historic lows. 


PE investments in India 

India continues to enjoy a favorable in- 
vestment flavor among investors due to 
liberal and prudent economic initia- 
tives on the part of the government. On 
the flip side, at times, policy changes, as 
a measure of protectionist approach for 
safeguarding the interests of domestic 
industries, discourage investment deci- 
sions. Apart from this, the reluctance of 
the managements and entrepreneurs to 
accept lower levels of valuations, when 
compared to last year, poses hurdies in 
the deal strategies. The changing eco- 
nomic scenario has forced investors to 
revisit their investment focus, thus af- 
fecting the overall sectoral exposure 
and access to PE investments. 

Other challenges that might just 
derail the country from its growth tra- 
jectory include hurdles posed by inter- 
nal pressure groups, as in the case of the 
Indo-US nuclear agreement that wit- 
nessed intense opposition from the Left 
parties within India’s ruling coalition 
government called the United Progres- 
sive Alliance (UPA). 

Similarly, the delay in the small car 
project of Tata Motors’ ‘Nano’—due to 
widespread protest from a regional po- 
litical party, leading to the project being 
scrapped from its original] site in 
Singur, in the east Indian state of West 
Bengal—compounds existing impedi- 
ments like slow infrastructure develop- 
ment, widespread illiteracy, poverty 


and corruption—impediments India 
must overcome if it wants to sustain 
and accelerate its economic growth and 
thus the interest of investors in invest- 
ing in the country. 


Booming areas 

India is a hot bed of innovation. Many 
bright ideas get added to its tally from a 
large pool of young aspiring entrepre- 
neurs graduating from its various tech- 
nology and engineering institutes each 
year. These ideas, to get converted into 
profitable business models and see the 
light of the day as prospective next gen- 
eration billion dollar companies, need 
that startup capital or venture capital, 
which will always be an active play- 
ground of investors, though the prevail- 
ing economic scenario has brought an 
air of caution among investors. 

As mentioned earlier, an assess- 
ment of the investment trends and fu- 
ture strategies of investment in the pre- 
vailing economic scenario indicates 
that a majority (63%) of the investors 
continue to pursue their search for prof- 
itable investment avenues this year, 
according to a survey. Among these ac- 
tive investors, 71% confirm their contin- 
ued interest in the emerging markets 
like India. The survey conducted across 
the top 50 family office investors in Eu- 
rope on their investment plans were 
analyzed on three parameters: 

e The level of investment planned in 2009 
e Investment approach 
e Areas of investment 

If we extrapolate the same trend to 

the entire set of global investors, we get 


Area of Investments 


Activity investment Approach 
Sample: Our top 50 European 
family offices 


1. Re-upping 


2. New Secondary Investments 


3. New Primary investments 


4. New Direct’Co-invesiuiait 


5 10 
Number of family offices 
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| Sample: Those 31 European family offices | 
| thatare ‘active’ in 2009 


Primary Investment Focus 
Sample: Those 22 European family 
offices making new primary 
| commitment in 2009 


| Areas of interest include: 


| Special situations (Distressed debt, 
Secondary, Mezzanine, Turnaround 
and Restructuring) 


| High quality brand name mid-market 





buyout, growth equity and VC 


| e Growth/emerging markets (India, 
China) 


15 





the reason why India continues to at- 

tract billion-dollar plus Foreign Direct 

Investments (FDIs) even in the recent 

months that are marked by heightene 

economic crisis globally. The invest 
worthiness of India has been acknowl- 
edged by the United Nations Confer- 
ence on Trade and Development 

(UNCTAD), which declared India as the 

second most-preferred global location 

for foreign investment in 2008. 

We expect a number of themes to 
play out in the course of 2009 as the 
market plots a course for the future: 

e Secondary markets: We expect to 
see a shift in focus towards the sec- 
ondary market. Those that remain 
committed to investing are able to-4 
average down the price at which ' 
they are investing in the market 
without sacrificing manager qual- 
ity. Bid/offer spreads are wide for 
now, but we expect them to narrow 
over the next couple of years. Some 
investors are putting their entire 
2009 allocations into such second- 
ary opportunities. 

e Valuations: Private market valua- 
tions should be less insulated from 
public market comparables than in 
previous cycles as a result of fair 
market valuation policies. This 
should lead to quicker and more 
dramatic write-downs of underly- 
ing portfolios which could lessen 
the denominator effect in this cycle 
and further stimulate secondary 
activity. 

e Special situations: Secondary, dis- 
tressed debt, mezzanine and turn- 
around funds are all areas where in- 
vestors are increasing their expo- 
sure in 2009 and where most new 
commitments are likely to be 
steered this year. 

e Failures: We expect to see more 
and more firms fail to raise capital 
over the next couple of years, or raise 
significantly less than in prior fund 
cycles. Fund-raising for first-time 
teams will be extremely tough. This 
is likely to drive a restructuring of 
the industry, and lead to spin-outs;~ 
downsizing and rationalization. 

e Redefinition of large LBOs: We 
expect the investors’ community to 
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rethink what the appropriate vol- 

ume of capital supply to the buyout 

industry should be on an annual ba- 

sis. This is likely to have an impact 
on fund sizes, team sizes and invest- 
ment pace going forward, and is par- 
ticularly pertinent at the large end 
of the market. Competition will in- 
tensify in the mid-market as larger 
firms refocus on areas where ther 
have historically been successful, 

e Terms and conditions: We expect 
te see increased pressure on large 
LBO funds to either reduce their 
fund sizes, or reduce their fee levels 
on unfunded commitments. We ex- 
pect investors to be prepared to pay 
for alpha when they can find it, but 
to be much more skeptical as to 
whether or not it exists. 

e Flight to quality: Primary commit- 
ments that are made will be the re- 
sult of significantly extended due 
diligence periods with established 
managers that boast long and 
stable investment track records. 

e Next big thing: We expect inves- 
tors to turn their attention to new 
horizons in search of superior risk- 
adjusted returns. Categories that 
could potentially benefit include 
those parts ef the market that have 
been least impacted by recent 
events (examples include seme 
emerging markets, msurance, in- 
frastructure and agricultural com- 
modities) as well as those parts of 
the market that have been most 
impacted (such as financials, 
deeply discounted mortgage prod- 
ucts, and deep value credit and ec- 
ulty strategies). 

e Overall it is going to be a challenging 
yeer for the industry, during which 
tne value proposition for all sectors 
of the private equity ecosystem 
Tund of funds, GPs and advisors) is 
re-examined critically, redundancy 
is stripped eut of the business, and 
many in the market are forced to 
evolve or become extinct. 





Attractive sectors 

Whi the first half of last year had seen 
sustained growth trend in private eq- 
uity investments in the country, it was 
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only in the second half that the effect of 
global recession had started showing 
its effect as the PE investments began 
tapering down. 

However, it was the Indian real es- 
tate and infrastructure sector that had 
been the key contributor to maintaining 
the pace of the investments into the 
country. The sector emerged favorite 
with 31.4% share in the value of all pri- 
vate equity investments at $3.3 bn, fol- 
lowed by telecom with more than 13% 
at $1.4 bn, and power sector with about 
8.5% share of the pie with $900 mn last 
year. 


Top PE deals 2008 


Such investment trends favoring the 
real estate and infrastructure sector 
are also reflected in India’s Interim 
Budget for the Financial Year 2009- 
10 presented by the Finance Minister 
on February 16, which heralds the 


returns. 





government’s spotlight on infrastruc- 
ture development as a means to 
counter the prevailing economic woes. 
The minister responded to an urgent 
demand for new infrastructure, an- 
nouncing that 9% of the country’s GDP 
will be spent on infrastructure by 
2014, from the current 5%. Estimates 
suggest that a third of this invest- 
ment will come from private compa- 
nies, paving the way for unprec- 
edented investment opportunity in a 
sector that has the appetite to absorb 
as much as $500 bn over the next five 
years. 

Extending its visible hand to the 
sector, and encouraging the Public-Pri- 
vate Partnership (PPP) model, the gov- 
ernment has already cleared 54 central 
sector infrastructure projects with an 
outlay of $14 bn in the financial year 
2008-09 and spent an equal amount on 
37 infrastructure projects so far, while 
approving 23 more projects amounting 





We expect investors to turn their attention to new 
horizons in search of superior risk-adjusted 





to $6 bn for viability gap funding. Fu 
ther, the corpus for the Rural Infrastrv 
ture Development Fund (RIDF) was i 
creased to more than three times to ‘ 
bn over the last five years. 

However, these initiatives pa 
when compared to China that spenc 
about 11% of its GDP for infrastru 
ture development, indicative of tł 
scope and extent of scaling up neede 
for infrastructure development in h 
dia to match global standards. 

Emergence of the non-tech secto1 
as favorite for investments is syn 
bolic of the realization of the need t 
develop world-class infrastructure t 
accelerate growth in the India 
economy, which will see the inflow « 
a resource base of incremental fund: 
application of internationally appl 
cable best practices and experience 
global management expertise an 
technology. 





A significant share of interna 
tional real estate funds will find thei 
way into the Indian real estate anc 
infrastructure market. The globa 
private equity funds that have 
mapped out investment strategie: 
for the Indian market include 
Temasek Holdings (Pte) Ltd., the in 
vestment arm of the Singapore gov 
ernment; Blackstone Group LP, a glo 
bal private equity and investment: 
management firm; Warburg Pincus 
with approximately $14 bn unde 
management; The Carlyle Group 
Washington-based private equity in- 
vestment firm with more than $75 br 
of equity capital under management: 
Actis Capital LLP, a leading private 
equity investor in emerging markets 
with $3.5 bn of funds under manage- 
ment. # E 
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Passenger Carmakers 


On a Bumpy Ride 





lf the current fiscal’s first 10-month sales are any indication, passenger 
carmakers in India are staring at one of the worst slumps in many years. 





n February 2", Tata Motors, 

India’s largest automobile 

maker and third largest car 
manufacturer, revealed that it sold 9% 
less car units than the 20,119 units it 
sold in the corresponding period of the 
previous year. Sales of Indica, its flag- 
ship car model, stood at 11,433 units, 
7.5% less than its January 2008 fig- 
ures. “Faint signals of the impact of the 
financial stimulus announced by the 
government, particularly for commer- 
cial vehicles, is being noticed. However 
the automobile market continues to be 
under the grip of a credit squeeze and 
high interest rates”, the company said 
in a statement. Hyundai Motor India, 
India’s second largest carmaker, too re- 
ported a decline in sales, albeit in 
double digits at 21,015 cars, while pre- 
mium carmaker, Honda Siel Cars reg- 
istered a plummeting 26% fall in Janu- 
ary sales at 5,773 vehicles. In fact, on 
the whole, except the market leader, 
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Maruti Suzuki, which notched a sales 
growth of 8.6% to 59,060 cars, the 
industrywide car sales fell 3.2% year- 
on-year to 1.10 lakh cars in January, 
this year. January sales figures only ex- 
tend the poor run of the domestic 
carmakers, who struggled with sloppy 
sales during the first nine months end- 
ing December 2008. 

Indeed, the slide began much earlier 
than many thought. According to the 
data by the Society of Indian Automo- 
bile Manufacturers (SIAM), beginning 
July 2008, sales have fallen for five of 
the last six months, with the exception 
of September when manufacturers 
pushed stock to dealers in anticipation 
of a spurt in demand during the festive 
month of October. In fact, as per the 
SIAM statistics, the sales in the pas- 
senger vehicles segment registered de- 
growth with (—) 0.46 growth during 
April-December 2008 over April-De- 
cember 2007, while sales of passenger 


cars fell 0.28% during the said period. 
And the fall continues. Car sales in the 
domestic market head south, despite 
the two stimulus package announced by 
the government in recent times. Be- 
sides, even the series of measures initi- 
ated by the manufacturers, such as dis- 
counts, lower interest rates, and free- 
bies, have so far failed to lift the senti- 
ments of prospective buyers who are 
concerned by sluggish economic growth 
and a weak job market scenario. 
Tighter credit market too has played 
the spoilsport as banks have been reluc- 
tant to lend or are asking higher margin 
money, thus discouraging the potential 
buyers. 


Reluctant lenders, credit-shy 
borrowers 

The global liquidity crunch, which has 
cast its shadow over the Indian 
economy, has as well resulted in higher 
interest rates and depleted confidence 
on the part of prospective buyers who 
are shying away from auto financiers. 
The tough lending criteria followed by 
lenders, such as banks and auto financ- 
ing firms, too are discouraging potential 
buyers. Prior to the global financial cri- 
sis, banks issued loan to cover not only 
the car price but also registration fee, 
insurance premium and road taxes. But 
post-crisis, banks are favoring loans to 
customers who can make 50% down 
payment. In times of job uncertainty 
and salary freezes, customers are ap- 
prehensive of blocking so much of capi- 
tal on a highly depreciable asset such as 
automobiles. This has resulted in a 
drop of 18% in new loans in 2008 as 
against a growth of 85% in 2007. Fur- 
ther, tight lending rules by auto-finan- 
ciers are expected to cost them a nega- 
tive growth rate of 15% in 2008-09, as 
against a CAGR (Compounded Annual 
Growth Rate) of 18% recorded in 2007- 
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08. According to estimates, 75-80% of 
new car purchases are financed. 

With capital becoming dearer now, 
auto-fmanciers are also hard hit. Con- 
sequent to that, they are wary of issuing 
new loans under the new recovery norms 
proposed by different state govern- 
ments. According to VS Ashok Khanna, 
Executive Vice-President and Business 
Head, car and two-wheeler loans, 
HDFC Bank, “There has been a slight 
rise in delinquencies but that is not a 
cause for concern. What is more worry- 
ing is that the recent recovery norms 
and the approach of certain state gov- 
ernments regarding the repossession of 
vehicles are going against the finan- 
ciers. This will lead to further slowdown 
in the industry.” In fact, some lenders 
are now even focusing on customer pro- 
file. Previously, loans were issued 
based on the income level and the cur- 
rent obligations of the borrower, but 
now the financiers are also taking into 
consideration the borrower’s business 
profile. For instance, financiers have de- 
creased their exposure to borrowers 
from the IT/ITES industry in the wake of 
increase in default rates. 

However, the car manufacturers are 
confronting woes on many fronts. While 
availability of finance is the cause of 
worry to the customers. it is the in- 
crease in raw material costs which 
hampered the operating margins of the 
manufacturers and suppliers alike in 
2008. With the fluctuation of scrap 
steel price ranging between Rs 20 to Rs 
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30 per kg, traders did not commit to 
long-term contracts even with the regu- 
lar customers, in expectation of high 
price on future date. This resulted in in- 
flating the prices of steel, and thereby 
increasing the production cost. The tim- 
ing of increase in cost also played spoil- 
sport as the automotive sales recorded 
a drop of 7% during March 2007 and 
April 2008. For example, Tata Motors, 
the leading player in automobile indus- 
try recorded an increase of 6% in its raw 
material cost in the first quarter of 
2008 on a year-on-year basis. In the 
first quarter of 2008, out of its Rs 
6,586.75 cr of total expenditure, Rs 
5,025.15 cr were towards raw materials 
and components costs, as compared to 
only Rs 3,994.52 cr for raw materials 
and components expenditure in the pre- 
vious year quarter of its Rs 5,677.31 cr 
of total expenditure. 

Further, the intricate nature of the 
supply chain and inefficiencies in it has 
increased the costs of automobile 
manufacturers in India. With a wide va- 
riety of product line and accompanying 
pressure of deliveries, supply of inven- 
tory needs to be maintained on just-in- 
time basis to meet the desired flow of 
the parts throughout the year and 
thereby blocking the valuable capital in 
the process. According to the Federation 
of Automobile Dealers’ Association 
(FADA), falling sales have resulted in 
substantial buildup of inventory at the 
dealers’ end, in some cases for even 90 
days, which costs them 2 to 3% of the 
cost of a vehicle. While the car manufac- 
turers are working closely with the deal- 
ers to keep the inventories to manage- 
able levels “the funding at the retail end 
continues to be a major issue”, re- 
marked Nigel Wark, Executive Director 
for Marketing, Sales & Services of Ford 
India. With banks being overcautious in 
lending, dealers are unable to push 
sales. Besides, the inflationary pres- 
sures also led to an increase in labor 
costs and a rise in the working capital 
requirements of the manufacturers. 
These factors, accompanied by unpropi- 
tious tariff regime, too have compelled 
the manufacturers to import auto com- 
ponents, thereby hurting the growth of 
the car industry in the country. The 4% 


excise duty cut announced by the centr 
government in December 2008 put au 
manufacturers and the dealers in a fi 
as manufacturers had dispatched tl 
goods on which they paid higher exci: 
duty which is non-refundable, and des 
ers paid the old price for the vehicle 
worth Rs 250 cr. Now there is a tuss. 
between the two as to who should bez 
the burden. 


Speed bump ahead 

The slowdown in the domestic econom 
is taking its toll on the automobil 
manufacturers as a whole. This ha 
forced some companies to even reduc 
their capacity expansion plans anc 
quite naturally, recruitments. Pawai 
Goenka, President (Automotive Sector 
Mahindra & Mahindra, said, “Hiring i 
a function of demand and supply. Whil 
in the last two years, we hired aroun 
3,000 employees, this year so far w 
have hired only 200.” According ti 
Asian PPG Industries Ltd., the seconc 
largest supplier to the auto segment i1 
India, with an impressive client lis 
that includes Ford, GM, Tata Motors 
Hyundai, Fiat and Mahindra & 
Mahindra, both the bottom lines anc 
top lines of the auto segment will be 
under pressure in the coming days. V$ 
Ram, Chief Executive of Asian PPG In 
dustries Ltd., said, “Most of the autc 
companies are not working to their ful 
capacity and we see a stronger drop ir 
their sales in the future. The passenger 
car segment, which is the largest seg: 
ment, has seen a 10% drop in sales and 
we expect our top line to also dip by an 
almost similar amount between 10 and 
15%.” 

The New Delhi-based, NCAER (Na- 
tional Council of Applied Economic Re- 
search), forecasts tough days ahead for 
the carmakers. It expects the demand 
for cars and other passenger vehicles tc 
contract from its earlier forecast by 
28.6% to 1.37 million units in the cur- 
rent fiscal year. The New Delhi-based 
think-tank does not expect the demand 
to improve much in the next fiscal as 
well, and predicts the same to stagnate 
at those levels in fiscal year 2010 too. 
That means, a sales growth of 8.5% wit- 
nessed in passenger vehicles in January 
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Without a core group of firms with cutting-edge technology, skills and capabilities, 


the Indian automotive component industry will not be able to sustain the phenomenal 
Sharp bending (especially 2003-04 onwards) in production statistic.” 


How do you view the Indian auto industry amidst declining auto sales 
and a vertically frozen credit market? 

One of the most promising products for India as a whole vis-a- 
vis global competitors lies in the aphorism, “Small is Delight- 
ful.” Why delightful? It is light on the pocket of the consumers. 
If Indian scientists and automakers (especially Suzuki) work 
a patented, pro-environmental fuel into a tiny automobile, 
then it will be a global winner. That should be the vision in- 


eg Indian global automobile strategy. 


If you want to be a key player, then the right strategy is to 


" utilize the setbacks to be one step ahead. For example, in a 


vertically frozen credit market, it is right to do what Maruti 
Suzuki did. As reported in a recent issue of The Hindu, the 
largest selling carmaker is now developing the used car mar- 
ket. A customer wants to upgrade to a sexier, fuel-efficient A- 
Star, and as an automaker you facilitate the process. 

Following the government’s January 2” fiscal package, 
Ravi Kant (Managing Director of Tata Motors) has rightly 
requested for “more positive measures”. For a sudden, unex- 
pected contraction of credit in India is just where a Keynesian 
intervention is appropriate. Such a timely intervention will 
stabilize especially the commercial vehicles segment of the 
Indian auto markets. 


What kind of strategies do you think will help the Indian automakers 
sustain themselves during the global downturn? 
I will respond with the two-syllable mantra of ‘Na-No’. 

Yes, a play on something that originates from India, spiri- 
tual mantras. Next, it is short for a fast emerging field of 
research: nanotechnology. In Gujarati, it conveys exactly the 
Same meaning. In other words, it is a vehicle so aptly named, 
designed and built by an indigenous, Indian car manufacturer 
Tata, a famous Gujarati family of industrialists. Although a 
mainstream commercially-oriented car (worst hit segment of 
car market by global crisis) manufacturer, Tata had slanted 
towards consumerism. There is one lesson for the Indian gov- 
ernment in how a small fiscal measure can help stimulate 
growth in the small size car industry. Most recently, despite 
the global financial crisis, Hyundai in China boasted of a 
record in monthly (January 2009) sales. The reason attributed 
by Hyundai: tax cut by the Chinese government, that is despite 
a report of global slowdown in the Asian automakers’ industry. 

In other words, Indian automakers should stay focused 
and dominate within this niche. 

wee domestic consumption has decreased, export of small cars has 
increased, specifically to Europe. Can you elaborate on this? 
Yes, this is happening, for example, in the case of Maruti 
Suzuki. The company has revived their sales of the model 
Suzuki Alto to Europe after a hiatus of four years. 


Eee 


Do you think supply chain operations can meet their obligations, when 
their cash flows are under pressure? 

India has, since 1990, begun to establish a sizeable automo- 
tive component industry. In pre-crisis period, industrial out- 
put of 2007-08 at $18 bn outstripped that of 2006-07 by a 
dramatic 20%. Even more indicatively, 20% of automotive in- 
dustrial output had been for internationally competitive, glo- 
bal markets. Clearly, no firm can survive if their cash flows are 
suddenly disrupted due to the financial crisis. It will be timely 
for the Indian government to nurture the healthy development 
of the industry by arranging a tailor-made financial package 
for 558 members of the Automotive Component Manufactur- 
ers Association of India (ACMA). It will be truly a loss to a 
nation and the industry if a young indigenous firm with cut- 
ting-edge manufacturing capabilities is lost through dis- 
rupted cash flows. Without a core group of firms with cutting- 
edge technology, skills and capabilities, the Indian automo- 
tive component industry will not be able to sustain the phe- 
nomenal sharp bending (especially 2003-04 onwards) in pro- 
duction statistic. 

Any other comment? 

A critical strategy for Indian industrialists to consider is in 
having a niche-oriented, publicly listed automobile carmaker. 
Why? Investors respond rather differently—as sources of fi- 
nance and future liquidity—to a niche-focused carmaker. The 
best real-world illustration of this contrast may be seen in the 
case of Maruti Suzuki (Bombay Stock Exchange: Yahoo Fi- 
nance) versus Tata Motor (NYSE: Yahoo Finance). 

In the case of Tata, visually fitting in straight lines by 
impressionistic means, you find it is a rather jagged pattern; 
say of slow up, sharper up, then sharp down, slow up, slower 
down, gradual up, then a quick dramatic fall in share price. 
Clearly, from January 2006 to January 2008, it is leveling. 
Why? My argument is that Tata Motor is perceived by share- 
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holders as a non-focused automaker, one trapped in the di- 
lemmas of car manufacturers in general. 

Yet, if you look at the long-term price pattern of Maruti 
Suzuki, a rather different picture emerges. Firstly, you may 
visually map out a straight line from A to B. This is an intrigu- 
ing pattern reflecting the confidence shown by investors of a 
good financial future of investing in small or, I prefer, ‘nano’ 


MARUTI SUZUKI 
as o° 30-Jan-2009 





carmakers. Whilst there is undeniably a downturn in the 
share price of Maruti Suzuki, the fall, based on the visual 
impression of the chart is by far, and in contrast to Tata Mo- 
tor, less dramatic. d 

Having presented these facts, my argument is that it may 
be easier for Maruti Suzuki as a niche-focused automaker of 
small-sized cars to be raising finance than say a generic 
automaker. That is, despite a weaker, unaudited statement 
in their financial performance (nine months ending December 
2008, net profit is about half of December 2007). Also the 
technology, skills and the art of managing a ‘na-no’ carmaker 
for consumer markets are different from, say, truck manufac- 
turing. For example, there is more expertise required of the 
design, aesthetics of the product, and especially in adapting a 
prototype for a given overseas market. Thus, the longer term 
solution to finances is for the company to be able to generate 
it internally or from investors. 


*Distinguished Professor of Finance” 


3.0 
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2008 could be a thing of the past, and 
carmakers need to brace up for tough 
times ahead, at least in the coming 
quarter or two, before the effect of 
stimulus package gets reflected. How- 
ever, a section of the industry experts do 
not even rule out a new stimulus pack- 
age for the industry. “The next stimulus 
expected in a few days could improve 
the availability of finance and provide 
concessional interest rates to the auto 
sector. While sales have been negative 
in the fiscal, measures by the govern- 
ment could pull the industry out of a 
decline and bring some incremental 
numbers to end the year at a flat 
growth,” said Dilip Chenoy, Director 
General, SIAM. While talks of situation 
improving in the near future gather mo- 
mentum amidst hopes of tax rate cuts 
in the coming interim budget, many, 
like NR Narayanan, GM (retail), Auto 
Loans Division, ICICI Bank, do not see 
it as more than a ‘guarded recovery’, at 
least in the near-term. 

Nonetheless, what comes as a silver 
lining to the cloudy situation in the in- 
dustry is good performance on the ex- 
port front, where almest all the major 
carmakers have done well. For instance, 
overseas passenger car sales soared 
63% during the April-January period of 
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the current financial year, thus underly- 
ing India’s potential to emerge as an ex- 
port hub for global carmakers. Hyundai 
Motor India led the show, followed by 
Maruti Suzuki India and Mahindra 
Renault, among others. In January 
2009 too, the exports (of passenger cars) 
rose nearly 12.5% to 21,530 units. How- 
ever, with the global economic recovery 
nowhere in sight, it would be unwise to 
pin much hope on this segment. 


The ‘Nano’ effect 


For the optimists, however, the current 
dent in sales is merely a temporary phe- 
nomenon. For them, demand statistics 
play a key role. India, being the third 
largest economy in Asia, has one of the 
lowest car ownership rates in the world 
with “a car per thousand people”. This 
spurs the hungry car manufacturers, 
both national and international, to 
launch their products in this vast mar- 
ket with high capacity to absorb various 
categories of cars catering to the tastes 
of its burgeoning population. Appropri- 
ately, auto manufacturers, to kick-start 
their sales, are planning to introduce 
new product lines in the market by mid- 
2009. But income statistics tell a differ- 
ent story: a huge chunk of the popula- 
tion, ranging from 40 to 60%, are either 


City University of New York, ASEAN Office 
(Singapore) 


below or just above the line of poverty; 
therefore, this segment does not form 
any market for carmakers. In the re- 
maining population, only a miniscule 
proportion, just the 5% in the upper 
stratum, can afford cars with a price tag 
of above $5,000, and another 10% can 
opt for a car priced between $2,500 and 
$5,000. Given that, all hopes, no doubt, 
now hinge on Tata’s ‘Nano’ and also on 
small car initiatives at Bajaj Auto, 
M&M, GM, etc. For instance, GM is 
planning to launch three new models in 
2009, namely, Cruze, Captiva AT and a 
mini car, along with making the country 
as its export center for small cars with 
an investment of $500 mn for its second 
plant in Maharashtra. Its arch-riva] 
Ford too plans to enter the small car 
market in India by 2010 with e 
greenfield plant for small cars, whict 
will have a capacity of 200 thousanc 
units and an investment of $500 mn 
However, as of now, all eyes are on the 
soon-to-be-launched Rs 1 lakh car 
Nano, and not to mention the thir 
stimulus package as well. However, 1 
would be too early to expect a reviva 
any time soon. m 


— Amit Singh Sisodiya and Sudesh Gone 
Reference # 01M-2009-05-04-( 
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Swiss Banking Secrecy 


Beginning of the End? 
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Amidst rising global pressure to crack down on non-cooperating tax 
zones, tax havens like Switzerland are starting to rethink their secrecy 
laws that have allowed the $7-tn offshore industry to thrive. Is the age of 


banking secrecy over? 





witzerland is known to the world 

as famous for chocolate, 
watches, and more importantly, 
confidential bank accounts. Banking se- 
crecy is an integral part of the national 
banking system, where investors can 
hide their wealth. This is one of the key 
reasons behind Switzerland’s becoming 
the biggest offshore banking-services 
center in the world. However, its bank 
secrecy laws came under increasing 
scrutiny when the US government de- 
cided to take measures against tax ha- 
vens all over the world. Over the years, 
after refusing to reveal information 
about their customers to foreign govern- 
ents, top offshore tax havens like 
witzerland, Luxembourg and Austria 
have bowed to international pressure 
and agreed to comply with the informa- 
tion-sharing standards established by 


| Chartered Financial Analyst | 


the Organization for Economic Coopera- 
tion and Development (OECD). 

Often Swiss bank accounts are 
viewed as a tool to hide huge wealth by 
affluent Americans and Europeans, 
African dictators and Russian oli- 
garchs. During the recent boom period, 
trillions of dollars flowed into Switzer- 
land and other tax havens in search of 
safety owing to the tax haven nature of 
their banks. At the end of 2008, around 
€1.47 tn in assets were deposited in 
Swiss banks, including about €450 bn 
of clandestine personal wealth that 
belonged to private customers. Banks 
in Switzerland, which employ about 
3% of the total working population and 
contribute more than about 13% of 
GDP to the economy, have often come 
under criticism for their secrecy laws. 
The Union Bank of Switzerland (UBS), 


the largest Swiss bank, was in the 
limelight recently due to a lawsuit in- 
volving US tax investigation. Ameri- 
can tax authorities had accused many 
of its employees of helping American 
citizens to set up and conceal offshore 
accounts by falsifying, and destroying 
important information. It is being pro- 
jected as a major blow and even as the 
beginning of the end of the fabled se- 
crecy of the Swiss banking system. 


Origin of bank secrecy 

Banking secrecy in Switzerland can be 
traced back to early 17" century. It was 
extensively used as a tool to hide the 
wealth of many of the Europe’s rich dy- 
nasties and the Vatican, even though 
Switzerland had embraced Protestant- 
ism. Nazis also used Swiss banks to 
hoard looted gold. Later in the 1930s, 
when France and Germany tried to re- 
verse that ruling with the aim of check- 
ing capital flight, Switzerland reacted 
by making disclosure of banking infor- 
mation a crime. Strict penalties were 
imposed for violating bank confidenti- 
ality. The Council of Geneva passed a 
regulation forbidding banks from shar- 
ing client information. The system was 
reasserted in 1984 when almost 75% of 
Swiss voters gave consent to preserve 
banking secrecy. 

The combination of secret banking 
system coupled with stable govern- 
ments provided Switzerland with a 
competitive advantage in private 
banking, allowing it to siphon off huge 
amounts of capital from overseas. At 
present, according to Reuters, almost 
one-third of the world’s total offshore 
assets of $7 tn, equal to $2.2 tn set 
aside abroad globally, is in Swiss 
banks, making the Alpine nation the 
world’s biggest offshore wealth reserve 
center. Swiss financiers have been fac- 
ing criticism for destabilizing econo- 
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“Foreign clients have long been attracted by the security, stability, competence an 






respect for privacy offered by banks in Switzerland.” 


Switzerland, the world’s largest offshore financial center, has recently 
agreed to reveal secret bank account details with American tax authorities. 
Is it the end of Swiss banking as we know it? 

James: Bank-client confidentiality in Switzerland has never 
been 100% absolute, and it has never protected crimes such as 
tax fraud. The information that Switzerland has passed to the 
US authorities involved clear cases of tax fraud, and such infor- 
mation can be disclesed within the context of international judi- 
cial assistance in criminal cases. It is certainly not the end of 
bank-client confidentiality in Switzerland. Privacy remains the 
normal state of affairs, but this case shows that Switzerland is a 
reliable partner in the international fight against crimes such as 
tax fraud. Well-established procedures exist for the disclosure of 
information in criminal investigations. In cases of ‘tax fraud and 
the like’, the procedure to be followed is set out in the correspond- 
ing double taxation agreement. Switzerland has double taxation 
agreements with more than 70 countries, including the US. In the 
recent UBS/US case, pressure from the US forced Switzerland 
into abandoning the usual appeals process. The Swiss Bankers 
Association is disappointed that established legal procedures 
were simply bulldozed into the earth for the sake of expediency. 
Sam: It will take some time for this to become clear. In a techni- 
cal and legal sense, not that much has changed. But the percep- 
tion of secrecy and what it offers has probably changed more. 
And it will take some time to see how this plays out. 

What is the implication of it for the scores of account holders who have 
stashed huge amounts of cash in Swiss banks? 

James: Foreign clients have long been attracted by the security, 
stability, competence and respect for privacy offered by banks in 
Switzerland. The privacy of clients innocent of any wrongdoing 
will continue to be safeguarded. Privacy remains the normal 
state of affairs, but the rights to privacy can be suspended by a 
judge when a criminal investigation is underway. Switzerland 
does not allow so-called ‘fishing expeditions’ (i.e., unwarranted, 
indiscriminate trawling through bank accounts in the hope of 
finding a few tax evaders or criminals.) 

Sam: For most account holders there is no immediate change. 
Do you subscribe to the argument that client confidentiality, with which 
Swiss banks are synonymous, was never designed to protect fraudulent 
acts or the identity of clients who evade taxes? 

James: Swiss legislators have made it crystal clear as to what 
Swiss bank-client confidentiality protects and what it does not 
protect. It offers no protection whatsoever to criminals. Switzer- 
land has the world’s strictest client identification procedures 
and anti-money laundering measures, S0 Switzerland is the 
last place on earth where criminals should try to launder crimi- 
nal money or where plundering dictators should try to hide their 
ill-gotten funds (See for example, the Abacha case—Switzer- 
land is the only country to have frozen and returned Abacha’s 
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stolen funds back to Nigeria. Whereas, Nigeria remains frus- 
trated by the lack of cooperation from countries such as the UK). 
Sam: Switzerland’s bank secrecy law is not so very different from 
the confidentiality laws in many countries. It was crafted specifi- 
cally to help German Jews protect their assets from Nazi confis- 
cation in the 1930s. As such, it requires that the ‘fraud’ be consid- 
ered fraud in both the country making the request and in Switzer- 
land. Most fraud, including tax fraud, is covered by this and the 
law allows Swiss legal authorities to cooperate with their foreign 
counterparts to bring people to justice in most instances; it really 
provides very little protection for illicit activities. But yes, the~ 
Swiss bank secrecy law was designed to protect clients in the 
situation that Switzerland did not consider what the client was 
doing to be fraudulent but the client’s home country did. 

To what extent banking secrecy is responsible for Switzerland's rise as a 
financial powerhouse? 

James: Swiss bank-client confidentiality is part of the Swiss 
banking package (brand) but it is by no means the most impor- 
tant factor. Many international clients choose Swiss banks 
simply because they want security and stability. If you live ina 
country where confidence in the banking system has collapsed, 
where there is uncertainty about the future value of the currency 
or where justice is a commodity sold by the kilo like potatoes, 
you will seek a safe and reliable place for your hard-earned 
assets. Switzerland is a safe, stable and predictable place in 
which and from which to do business. There is very little corrup- 
tion and a high degree of legal certainty. 

Sam: To a considerable extent, especially prior to the mid- 
1980s when Swiss legislation was changed significantly. But, 
as indicated in the answer to the above questions, this has not 
been based on much legal ground for a considerable time. 

That said, the problem for any government pursuing the 
links to a crime is to know what questions to ask. If a govern- 
ment approaches the Swiss government with “We believe Mr. X 
is doing [whatever], and has used a Swiss bank account to fur- 
ther this crime by [description of activity]. Can you investigate 
this, and if your investigation provides evidence that can be 
useful in prosecuting this crime, can you make it available to 
us?” the Swiss government will do so. But if the request from a 
foreign government is, “Please give us all of the names of people 
who are breaking our laws.” The Swiss will say, “You need to 
give us a name and some idea of the illegal activity and result- 
ing types of transactions that you need.” 

This requirement for specifics, which is not at all unique to 
Switzerland, coupled with perceptions that go back many de- 
cades, means that many people who are trying to avoid legal 
requirements approach Swiss banks with money to deposit. 
Swiss law requires the bank to exercise due diligence in not 
abetting illegal activity. 
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Swiss Banking Secrecy 





Vow has the Swiss banking secrecy survived so long? 
James: A banker’s professional obligation to treat his client's 
financial affairs in confidence has existed de facto since the 
“dawn of modern banking. By tradition, you do not shout details 
of your client’s financial affairs from the rooftops. In Switzer- 
land, bank-client confidentiality was first codified in law in 
1934 with the first federal (national level) banking act. Banking 
secrecy in Switzerland is one expression of the high degree of 
mutual trust that exists between the Swiss state and its citi- 
zens. The Swiss have worked out a fine balance between allow- 
ing maximum individual freedom on the one hand, while, on the 
other, simultaneously protecting that degree of collective public 
provision which the Swiss people believe necessary for a civi- 
lized life. The Swiss tax system—which everyone can under- 
stand— encourages a high degree of taxpayer honesty without 
having to make tax evasion a criminal offense and without hav- 
ae to trample on privacy. If other countries cannot cultivate 
such a good relationship with their citizens, that is not 
~ Switzerland’s fault. 
Sam: As stated above, the legal secrecy is not as great as the 
perception of secrecy. Perceptions can take a long time to change. 
Why tax avoidance or evasion is not a criminal offense under Swiss law? 
James: Tax avoidance is the use of legal methods to optimize 
one’s own tax position. In other words, one can reduce one’s tax 
bill quite legally in many ways permitted by the law. For the 
Swiss, tax evasion (submitting an incomplete tax return), for 
example, is not serious enough to justify a jail sentence. If you 
are discovered evading taxes in Switzerland, there are very seri- 
ous administrative fines. For the Swiss, tax fraud involves the 
forging of documents (invoices, bank statements, salary slips, 
etc.) and therefore involves more criminal energy. Tax fraud is a 


criminal offense in Switzerland. 

Sam: Tax avoidance is not a crime in most jurisdictions; tax 
fraud is a crime in most jurisdictions. This is true of Switzerland. 
At issue are activities along the line which connects legal tax 
avoidance and tax fraud. For example, a specific transaction 
could be tax exempt if only a complex legal structure of the trans- 
action is considered, whereas it could be taxable if the purpose 
and result of the transaction without the complex legalities 
would normally be taxable. 

Both Switzerland and the US, and possibly other jurisdic- 

tions as well, have an intermediate civil offense for some activity 
which is along the avoidance/evasion spectrum; in Switzerland 
this is tax evasion. When such charges are successfully brought 
by the tax authorities, it usually means paying a fine, but there is 
no criminal record (and no possibility of going to jail). Why a 
government should create such an intermediate, civil offense is 
something you'll have to ask a legal philosopher. 
What will be the impact on other tax havens like Liechtenstein and Austria? 
Sam: Other tax havens need to be considered in two groups: those 
that are parts of Europe, and those (e.g., Cayman Islands) that 
are not. Over the coming years, my belief is that European Union 
rules and practices will be essentially uniform throughout the 
continent. This will be true whether the entity is a member of the 
EU (e.g., Austria; the UK) or not (e.g., Switzerland, Andorra, 
Liechtenstein, etc.) The non-European tax havens may see some 
immediate growth. But I question whether in today’s globalized 
and interconnected world, any such growth will either be signifi- 
cant or long-lasting. 


*Head of International Communications, Swiss Bankers Association (SBA), 
Switzerland. 


**SW Consulting SA, 14, chemin de Malvand, Switzerland. 


mies during the last 100 years. Ap- 
proximately 19 Swiss banks, including 
Credit Suisse, were used by corrupt 
former Nigerian general Sani Abacha, 
who amassed £3 bn from his country 
between 1993 and 1998. An indepen- 
dent panel of experts found Swiss 
banks guilty of accepting deposits from 
the corrupt ruler, even though they 
were aware that the deposits involved 
theft. But the Swiss Bankers’ Associa- 
tion (SBA) defended the Swiss system, 
saying that its report divulged more 
banks’ identities than British regula- 
tors did in the Abacha case. 


Bite the dust 


Prolonged recession and massive bail- 
out packages have drained the world’s 
+ largest economy. This has compelled 
the US government to look for plugging 
the holes that are draining out 
government’s income due to tax evasion. 


It has widened its legal assault on tax 
dodgers by suing UBS to reveal the 
names of thousands of rich US clients 
with secret bank accounts in the bank. 
Under the Qualified Intermediary pro- 
gram between Swiss banks and Inter- 
nal Revenue Service (IRS) of the US, 
UBS is required to withhold 31% of in- 
terest income and 16% of dividend in- 
come of American clients. The Justice 
Department accused UBS of passing off 
US customers as foreigners to conceal 
their identity from the IRS by not prop- 
erly collecting W-9 forms and allowing 
them to dodge taxes. Its ruling shows 
that UBS had 20,000 offshore Ameri- 
can clients between 2000 and 2007, 
with combined assets of $20 bn, of 
which 17,000 “concealed their identi- 
ties and existence of their UBS ac- 
counts from the IRS.” 

Subsequently, UBS came to a land- 
mark deferred prosecution settlement 


with US tax authorities, admitting it 
had participated in a scheme to defraud 
the US government during that period. 
As part the agreement, UBS will hand 
over the names of 300 American cus- 
tomers involved in tax-avoidance 
schemes to the US authorities and pay 
$780 mn in settlement costs. Of the 
$780 mn, $380 mn is for profits made 
from the cross-border business and the 
remaining for unpaid taxes and penal- 
ties during the period. Of the $380 mn, 
$200 mn will be paid to the Securities 
and Exchange Commission (SEC) to re- 
solve charges that it breached registra- 
tion requirements. However, even 
though UBS had provided details about 
some bank account holders, the US tax 
authorities are suspicious that the 
bank and its intermediaries handled 
taxes for an additional 35,000 accounts. 
If the disclosure of individual names re- 
sults in a run on UBS, the already be- 
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leaguered global banking system can be 
further damaged. Franklin Allen, Pro- 
fessor of Finance, Wharton University, 
says “UBS is one of the biggest banks in 
the world, if it were to fail, this would be 
a huge problem. American authorities 
will have to engage in careful 
‘brinksmanship’ with UBS to balance 
their goal of apprehending tax cheats 
with the goal of preserving the stability 
of global finance systems.” 


A legal affair? 

There is a clear difference between ‘tax 
evasion’ and ‘tax fraud’ under the Swiss 
law. In Switzerland, tax fraud is a 
crime, whereas tax evasion is a civil of- 
fense. As per the principle of non-dis- 
crimination, foreigners are treated on a 
par with Swiss nationals. The Swiss 
government does not provide any judi- 
cial assistance to foreign tax authorities 
in case of tax evasion. Hence, if someone 
has evaded tax in his country he can 
safely park such funds in Swiss banks. 
Moreover, recent capital inflows have 
largely come from regions such as Rus- 
sia, Asia and the Middle East, where 
domestic taxation is nominal, denoting 
dodging is not those depositors’ primary 
motive. Above all, the Swiss banks be- 
lieve they offer a credible option for over- 
seas savers in uncertain times. The 
bankers claim that their traditional in- 
vestment strategies and focus on long- 
term wealth generation have cushioned 
the blow to a great extent. Evidently, 
most of the banks have capital ratios 
that are the envy of rivals. Even the UBS 
had a capital ratio of 11.5% at the end of 
2008, whereas several smaller banks 
boast rates of around 15%. 


Increasing pressure 

Tax-dodging countries are increasingly 
coming under attack by cash-strapped 
governments worldwide, as new rev- 
enue sources are sought to finance the 
soaring costs of government programs 
amidst the global financial crisis. Gov- 
ernments in Europe and US are par- 
ticularly becoming intolerant towards 
tax havens, as they encounter reces- 
sions and dwindling tax receipts at 
home. According to American govern- 
ment estimates, offshore tax havens 
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attract about $100 bn a year from 
America. For decades, European tax 
havens like Switzerland, 
Liechtenstein and Austria have ig- 
nored the demands of the countries 
world over for cross-border cooperation 
among tax offices. However, this time 
around, Germany, France and UK 
threatened that they would not simply 
be content with issuing spineless 
warnings. They declared that the 
OECD would consider including Swit- 
zerland in a black list of uncooperative 
tax havens. The G-20 group of major 
industrialized nations has demonstra- 
tively excluded Switzerland from its 
recently concluded meeting. For the 
world’s seventh largest financial cen- 
ter, the snub is more than humiliation. 
In return, the Swiss bankers accuse 
countries that talk against the evils of 
bank secrecy. For instance, UK is con- 
demned for supporting automatic 
sharing of tax information, while at the 
same time being soft on the nation’s 
own off-shore tax havens such as the 
British Virgin Islands. 

The efforts by major European gov- 
ernments to crack down on tax havens 
made a little but significant progress 
recently, when two tiny European coun- 
tries, Liechtenstein and Andorra, 
agreed to relax their unfair tax prac- 
tices. The Liechtenstein government 
said in a statement that it “accepts the 
OECD standards on transparency and 
information exchange in tax matters 
and supports the international mea- 
sures against non-compliance with tax 
laws.” In Asia, Hong Kong and 
Singapore too agreed to mend their 
ways. If the Swiss banking system were 
to collapse, other tax havens, such as 
the Cayman Islands, might witness an 
increase in business. However, the 
other tax havens are neither stable nor 
immune to the pressure from US tax 
authorities. For instance, confidence in 
the Lichtenstein’s bank privacy laws 
took a beating in 2008 when a former 
Lichtenstein bank employee handed 
over client names to US authorities and 
testified before the Senate. 


End of secrecy? 
Reports indicate that Indian nationals 


have deposited a total of $1,456 bn in 
the vaults in Swiss banks, about 13 
times larger than the nation’s foreign 
debt and if distributed 45 crore poor 
people can get Rs 1 lakh each. As a re- 
sult, tax authorities across the world, 
including in India, are keenly monitor- 
ing the outcome of US investigation, in 
order to identify any of their own citizens 
who may be caught in the US net. How- 
ever, there is little hope that Switzer- 
land will lose its status as the world’s 
leading center for offshore wealth. Some 
observers believe that US-Swiss tax 
case is unlikely to reveal any secret ac- 
counts held by Indians. UBS too is trying 
its best to limit the number of accounts 
it will be forced to reveal. Swiss banks > 
have, of late, agreed to tax offshore sav- 
ings of EU citizens held in Switzerland 
and transfer the proceeds to the member 
states. Further, after sensing that the 
traditional offshore model will encoun- 
ter rising resistance abroad, Swiss 
banks have begun investing extrava- 
gantly in ‘onshore’ branch networks in 
neighboring countries such as Germany, 
Italy, France and the UK. 


Outlook 


Swiss banks are justifying it by assur- 
ing that such ‘onshore’ services will be 
fully transparent and subject to the 
laws of the host country, and their 
reputation will generate a valuable cli- 
ent base. UBS was the most active in 
this respect. It is involved in creating 
small branch networks in big cities in 
other European nations like Germany, 
Italy and the UK. Other Swiss banks 
such as Vontobel, Julius Baer and 
Sarasin too have invested heavily in 
Germany, Austria, Asia and the 
Middle East. All have invested by be- 
lieving that the desire for service and 
performance offered by Swiss banks 
will stay. While the reports of the de- 
mise of Swiss private banking may be 
premature, one thing is very clear: af- 
ter UBS’ travails and the banking 
system’s historic shift in policy, pri- 
vate banking in Switzerland is set for 
irreversible changes. m g 
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Experience the benefits of increased insurance cover through NEIA 


Now ECGC, through National Exports Insurance Account (NEIA) of the Govt. of India, offers increased insurance cover for MSME 
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market, unlike investors, you can breathe with a little sigh of relief. When you find yourself experiencing the turbulence of the 
high seas, we'll make you feel good for choosing insurance with ECGC and be benefited by that additional cover. 
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Dollar Woes 


A weak dollar is the last thing China would ever desire. It was this 
fear that led China to recently make a clarion call for the US to cut 
down on its profligacy and, importantly;for the creation of a new 
international currency.to replace the US dollar. China’s worry 
stems trom. its burgeoning forex reserve, w ca E verexpos osed to 
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t $1.954 tn, as on March 31, 
2009, China holds the world’s 
argest foreign currency re- 
serves. However, that is hardly comfort- 
ing for a nation that has been growing 
almost in double digits for many years 
in the recent past, fueled by surging ex- 
ports coupled with strong domestic de- 
mand. The reason: about 70% of its for- 
eign reserves are in US dollar-denomi- 
nated assets, which also include trea- 
sury securities. With the US announc- 
ing multi-billion dollar bailouts in or- 
der to revive its sagging economy and 
resurrect troubled corporates in the af- 
termath of the worst ever financial cri- 
sis since the Great Depression of the 
1930s, the move has clearly irked 
China, which fears that this would ulti- 
mately lead to a depressed dollar and 
thus in turn erode its forex reserves. 
Beijing expressed its anguish by dub- 
bing the (US) move as nothing but ‘reck- 
less spending’. 

However, what has alarmed the 
Obama Administration is now the call 
by China for creation of a new interna- 
tional currency to replace the Green- 
back. Zhou Xiaochuan, Governor, The 
People’s Bank of China, said in a speech 
in March this year, “The (financial) cri- 
sis again calls for creative reform of the 
existing international monetary sys- 
tem towards an international reserve 
currency with a stable value, rule-based 
issuance and manageable supply, so as 
to achieve the objective of safeguarding 
global economic and financial stabil- 
ity.” 





The governor of China’s central 
bank emphasized that “a super-sover- 
eign reserve currency not only elimi- 
nates the inherent risks of credit-based 
sovereign currency, but also makes it 
possible to manage global liquidity.” 
No doubt these remarks have raised 
hackles among the western leader- 
ship—from US to UK—as China is now 
joined by other developing countries 
like Russia in demanding an end to 
dollar’s decades of hegemony. “We 
should think about creating a new cur- 
rency system,” Russian President 
Dmitry Medvedev commented ahead of 
the G20 summit, which opened on April 
2 in London. Emphasizing the need to 


China’s Forex Reserves 


create a new global financial infrastruc- 
ture, he said that the global financial 
organizations—the IMF and the World 
Bank—were created more than 60 
years ago, under entirely different glo- 
bal conditions. “We cannot turn our 
work into just a set of narrow solutions 
—add some money here, extend 
something’s function there, and say 
everything’s fine... I believe that this 
approach is wrong. We need an entirely 
new construction,” the Russian Presi- 
dent added. 

Emerging economies such as Brazil, 
Russia, India, China and Saudi Arabia. 
over the past few years, have accounted 
for at least 30% of net treasury buying, 
which helped finance the ballooning US 
budget deficit. However, they are per- 
turbed by the fact that their currency 
reserves are either falling—as in the 
case of Brazil and Russia—or no longer 
rising, as in the case of China. With dol- 
lar-denominated assets dominating 
the forex reserves of most of the emerg- 
ing economies and many fearing pres- 
sure on the dollar in the wake of mas- 
sive bailout packages launched by the 
US, the call for a new international cur- 
rency is only expected to gather momen- 
tum in the days to come. 


Blame it on US profligacy 

The problem has its root in the spend- 
thriftiness of Americans and their low 
savings rate over the years. As a result. 
the US has been banking on other coun- 
tries’ investments in its treasury and 
other securities. China has for long been 
the largest investor in America, which 
has helped Uncle Sam fuel its economic 
growth and endure burgeoning fiscal 
deficit. For China, dollar investment 
has had no substitute. This has made 
both the countries highly dependent on 
each other. 

It was China’s growing appetite for 
the world’s superpower’s foreign ex- 
change reserves over the years that 
forced it to hold approximately $2 tn in 
US Treasury, a fact in which it always 
took great pride. This was also caused 
by Beijing’s desire to fuel its exports by 
containing yuan’s appreciation vis-a-vis 
dollar by hoarding more dollar reserves. 
In order to limit yuan’s appreciation, 
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China had heavily intervened in cur- 
rency markets and in the process be- 
came the largest foreign holder ef US 
securities, including Long-Term (LT) 
Treasury debt, LT US agency debt, LT 
US corporate debt, LT US equities, and 
short-term debt. Generally, the US 
Treasury securities are issued to fi- 
nance the federal budget deficit and 
about part of the public debt that is pri- 
vately held; about half is held by for- 
eigners. As of September 2008, China’s 
Treasury securities holdings were $585 
bn, accounting for 20.5% of total foreign 
ownership of US Treasury securities 
and, for the first time, making it the 
largest foreign helder of US Treasuries, 
surpassing Japan. 


Global recession: A common 
enemy 

The global financial downturn, virtually 
affecting all the countries, however, hit 
the US most with almost 24 financial 
institutions announcing bankruptcy 
and several industries queuing up for 
financial assistance. According to the 
Federal Deposit Insurance Corporation 
(FDIC), around 21 banks have been 
shuttered by the authorities, while the 
number was somewhere around 25 in 
2008. Moreover, a staggering 46 lenders 
collapsed in 2008 and 2009 alone, mak- 
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ing it more than half of the total number 
of bank failures in the last 10 years. 
“Majority of the bank failures took 
place after the finaneial turmoil turned 
worse with the bankruptcy of Lehman 
Brothers on September 15, 2008, since 
then a staggering 34 entities have been 
shuttered by the authorities,” said an 
analyst. 

The US has so far initiated half a 
dozen multi-billion dollar bailout pack- 
ages, the largest spending bill in the 
nation’s history. However, this has left 
China high and dry. Chinese Premier 
Wen Jiabao minced no words when he 
made his anxiety public. Jiabo said 
that he is “a little bit worried” about the 
safety of the Chinese assets in the US 
and called on the Obama Administra- 
tion “to maintain its good credit to 
honor its promises and to guarantee the 
safety of China’s assets.” 

The statement shows China’s rising 
concern about the impact (of dollar’s 
possible decline) on the value of its US 
holdings in the international market, 
as it struggles with falling exports and 
a slump in demand back home. Be- 
sides, it also highlights that Beijing is 
clearly rattled by the sudden slump in 
the US financial economy, the mainstay 
of its exports. China which depends 
hugely on its exports has seen revenues 





dented by almost 26% in February. Fur 
ther, its trade surplus crashed to $4. 
bn in the same month from $31 bn i 
January. In a move widely perceived a 
a damage control exercise, the US Sec 
retary of State, Hillary Clinton had t 
publicly assure China of American cred 
itworthiness, while one official in th 
Obama’s Administration commented 
“There is no safer investment in th 
world than in the United States.” 


A vicious circle 

The US Treasury accounts for mor 
than $700 bn of China’s nearly $2 tr 
foreign exchange reserves, and these 
holdings have grown proportionately; 
over the years, which signaled an impor 
tant part of the relationship betweer 
the two nations. For China, it was £ 
mixed blessing even before the current 
financial crisis, as it had a twofold ef. 
fect: firstly, it earned substantial good- 
will from the US by financing their defi- 
cits; secondly, it helped reduce the im- 
pact of US’s overall balance of pay- 
ments by investing the dollars earned 
from its exports again into the US. Due 
to this, its currency appreciated against 
the dollar at rates more than the inter- 
est rates received from its investments 
in the treasuries, thus yielding negative 
real returns. 

However, that did not stop China 
from making deliberate attempts to 
achieve higher returns and in turn in- 
vest a substantial part of the foreign 
direct investments made by its sover- 
eign wealth fund, CIC, into the financial 
sector of the US economy, leading to all 
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“With its national reserves at more than US$2 tn, China needs to unload part of its 
sovereign wealth for better offshore returns and also to contribute to the global 
recovery from the crisis.” 


Has continued acquisition of US debt put China in a precarious bind? 
Being the largest creditor to US government, China has defi- 
nitely won a firm foothold and recognition in the global 
economy. With its national reserves at more than US$2 tn, 
China needs to unload part of its sovereign wealth for better 
offshore returns and also to contribute to the global recovery 
from the crisis. Definitely, the Chinese central government 
has clearly planned its budget well and knows the limit of 
as issuance to the US acquisition. From the technical 
F calculation, China may take few decades to recover this debt, 
but it will be a good opportunity for it to learn and acquire 
many industrial and financial experiences from the weak- 
ness of the western developed countries. Moving into the new 
decade, claiming partial ownership in the defunct economies 
of these developed countries will gradually enable China to 
debug proficiently its own internal development as well as 
propelling a faster growth in the Chinese emerging markets. 
Nevertheless, China has to take a serious calculated risk in 
doing by remaining and growing new financial buffer from its 
foreign reserves. Since last November, the stimulus package 
of US$600 bn injected into the Chinese economy has re- 
sulted in positive effects after the first quarter of 2009. Ulti- 
mately, if China could fuel its domestic consumer spending 
to eventually become a majority of the GDP growth, this 
could essentially balance its robust internal growth and ex- 
ternal acquirement of offshore assets for a steady advance- 
ment, thus reducing the impact of imminent inflation. 
How has it impacted China's assets? 


As mentioned above, the pros are more than cons for China’s 
offshore acquisition. However, China has to be very cautious in 
its investments, as the time to retrieve these principal values 
will be pretty long-term. In fact, the Chinese central govern- 
ment will only invest in the instruments that are advanta- 
geous to the growth of its economic status and national wealth 
appreciation. Besides acquiring government treasuries, we do 
not discount the possibilities of China soon buying up offshore 
multinational companies through their various state-owned 
enterprises. As one of the largest consumers in the world, the 
emerging demands from China depend greatly on huge im- 
ports of raw materials, if such commodities are not self-suffi- 
cient. While many national assets may be axed if they have 
not produced sufficient output or reaped satisfactory returns, 
China may expand into more acquisition of the offshore exper- 
tise and industries spread across oil and gas, energies and 
mining, infrastructures and building technologies, telecom- 
munications, etc. 

What are the other investment opportunities left with China in this downturn? 
China has been rated as the fastest growing emerging market 
over last 10 years. It is true that all other countries and inves- 
tors are looking to put their investments into China for the 
proven handsome returns. Unfortunately, China has been very 
conservative and holding onto their national reserves for a 
rather long time, probably not able to find another investment 
destination better than itself. Apart from investing in the 
treasuries of selective developed countries and acquiring the 
offshore expertise, it may be a good suggestion to join hands 


the chaos, as the financial sector col- 
lapsed worldwide, in what can be 
termed as an overambitious drive that 
triggered the recession both within and 
beyond the US. Over the years, China’s 
hard-earned money, a product of the 
sweat and toil of the Chinese working 
class, was in the hands of the US, and its 
people best known for their “excessive 
spending behavior”, led to a massive 
credit crunch, resulting in the crisis. 
China is America’s biggest creditor 
and trading partner, as Americans over 
the years bought goods that China pro- 
«duced and that too with China’s money, 
which sporadically led to the massive 
trade and current account deficits for 
the US economy. 


There is another angle to this prob- 
lem. The greenback is the world’s domi- 
nant reserve currency, and according to 
the IMF's estimates, around two-thirds 
of the $7 tn of foreign currency holdings 
worldwide are held in US dollars, with 
euro, the second most-held currency glo- 
bally, making up just a quarter. 

However, this has adversely af- 
fected Uncle Sam in another way: as 
dollar strengthens, it makes the life of 
the US manufacturers very difficult to 
compete internationally, making inter- 
national goods cheaper for Americans, 
thus continuing the vicious cycle in 
which the rest of the world saves and 
the US, the richest country in the world, 
consumes more than it produces. 


China’s options 

A section of experts suggest that China 
could use much of the $2 tn that it has 
with it to import goods and services in 
order to increase the consumption of its 
1.2 billion people. And to boost the do- 
mestic consumption, it could provide 
generous welfare programs for the mil- 
lions of Chinese workers who have lost 
their jobs due to the economic crisis. 
“The global slowdown has dented exter- 
nal demand, while faster yuan appre- 
ciation, higher wages and rising raw 
material costs have eroded China’s ex- 
port competitiveness,” said Jing Ulrich, 
JPMorgan Chase & Co.’s Chairwoman 
of China equities in Hong Kong. But 
some experts feel that China’s domestic 
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with other emerging markets like India, Latin America and 
Middle East, ete. to cordially build on each other’s strength. 
This will definitely reduce the risk factors by relying on each 
other to cover own shortcomings. 

Domestically, China needs to conduct more feasibility 
studies and open up the economy for selective foreign partici- 
pations at a faster rate, but with strict regulations. In our 
opinion, the two important channels to distribute and create 
wealth for the Chinese citizens are: | 
i. To support (grant incentives) and lead more SMEs to 

become profitable and independent; and 
ii. To develop more comprehensive financial market instru- 

ments for widespread domestic entrepreneurs and 
investors. 

In this case, China can achieve its goal of providing self- 
created opportunities to the domestic markets as well as in- 
creasing the national revenues with the upcoming growth 
from the economic recovery. 

What could be the possible implication for the dollar if China rejigs its 
currency basket away from dollar? 

It is definitely not ideal for China to unpeg from its basket of 
currencies US dollar now. Due to the high growth of China, 
stoking inflation has been a serious threat since 2003. When 
most countries are suffering from meltdowns now, China ac- 
tually sees this as a good cooling period to slow down the con- 
sumer prices and the influx of foreign investment in many 
areas. Previously, the IMF and developed countries like the 
US and European regions had been urging China to inflate its 
currencies in order to narrow the trade gap and deficits. This 
will be detrimental to the domestic markets if China does 
their bidding. Econemically speaking, China is caught in a 
happy dilemma that allowing the appreciation in Chinese 
yuan too fast will make the government richer, but add more 
pressure in the domestic consumer markets! As mentioned 
above, China has its consumer spending estimated at only 
30% of the GDP, compared to other countries that usually 


record at 60% or more. While the Chinese government has 
been encouraging its citizens to spend and improve thei 
lifestyles, this vision will not be possible if the yuan rises toc 
fast and hike the general consumer prices. In our opinion, the 
solution goes back to the third set of answer which boils 
down to the affordability of the Chinese citizens. Although it 
will be difficult to create and distribute wealth evenly to the 
1.3 billion populated country, the Chinese government can 
help create mass entrepreneurships to upgrade the spend- 
ing power. This can be well-planned within a decade when 
the yuan will inevitably rise to its international stardom. 
Otherwise, simple buying time to delay its currency infla- 
tion without good creation of domestic wealth will eventu- 
ally trigger a hyperinflation that widens the gap between 
the rich and the poor. 
Any other view? 
From an economic viewpoint, China is an awakening giant. It 
may effectively become the largest retail market in the next 
decade based on the population. By looking at the growth rate 
and the emerging demands, China will undeniably become 
one of the major economic powerhouses in Asia after 2020. 
Compared to Japan, whose yen appreciated 300% against 
US dollar during its industrialization era from 1975-1995, 
we are optimistic that the Chinese yuan may have the equal 
potential after China started its industrialization era from 
the late 1990s. Going into the new decade, China is definitely 
worth your consideration when you restructure your invest- 
ment portfolio. After the global financial crisis erupted in 
2008, China has shown its economic and financial prowess in 
counterbalancing the global weakness. Today, many Chinese 
instruments can be accessed from offshore grounds, but are 
only known to a minority. In a decade or less, this could mean 
largest returns for choosing your portfolio to be based on 
China’s growth. 

*CEO, Author, Principal Consultant 

PWforex.com, Singapore 


consumers are no match for their 
American counterparts, whose huge ap- 
petite for Chinese goods has helped 
China amass billions of dollars in for- 
eign-exchange reserves. This in turn 
means that demand from US house- 
holds still means virtually everything 
in this region. 

While others feel that rather than 
blaming the US government for its prof- 
ligacy, China can play a leadership role 
in preventing its economy from slipping 
further and in ensuring the safety and 
value of the humungous share of the US 
debt that it holds. Another view is that 
China is not diversifying into other eur- 
rencies as there is no compulsion on it to 
stay overtly exposed to the dollar as far 
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as its currency basket is concerned. 
There is a risk, though, in such a strat- 
egy. Any such move would jeopardize 
Beijing’s relationship and its most fa- 
vored nation status with the US. None- 
theless, one point on which they all 
agree is that the risk to the safety of 
China’s reserves cannot be denied; al- 
though there is a remote possibility 
that the US will default on the Chinese 
debt, as the former can print as many 
dollars it wants. Also, China’s push for 
an alternative world currency or ‘paper 
gold,’ controlled by IMF, however, would 
have direct implications for the current 
currency markets, as 65% of the world’s 
$6.8 tn stash of foreign reserves are 
held in dollars. 


Nevertheless, Beijing seems to be 
determined. For instance, in a latest 
attempt that could possibly irk the US, 
China involved itself in a $10 bn cur- 
rency swap deal with Argentina, allow- 
ing the latter’s importers to make pur- 
chases in yuan, instead of the green- 
back. This may not be something en- 
tirely new though, as South Korea, Ma- 
laysia, Belarus, Indonesia have already 
been transacting in the yuan. This 
clearly indicates that China is taking 
advantage of the apprehensions about 
the stability of the dollar. 

China also gets a shot in the arnr 
from Europe as due to the sudden dip 
in dollar’s value, the European export- 
ers are facing a 10% rise in the euro 
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against the dollar in March 2009, 
making US goods more competitive. 
This prompted them to ask the Euro- 
pean Central Bank to intervene and 
call for a global reserve currency. How- 
ever, China is assuring the US that it 
does not intend to weaken the dollar, 
but is only urging foreign countries to 
settle payments in yuan to solve its li- 
quidity problems. Analysts believe 
that a global reserve currency man- 
aged by a supranational organization 
would make it more difficult for any 
one country to get into too much debt to 
another. If the supply of the new world 
currency issue were controlled prop- 
_ erly—say by expanding it in line with 
k global GDP—it would serve as a 
steady store of value, with little risk of 
devaluation, if only economies take it 
seriously. 

Though China is currently sigh- 
ing away from dollar, analysts be- 
lieve that China can achieve en- 
hanced returns in the US, seizing the 
opportunity that is emerging from 
distressed asset prices, without 
committing additional capital to a 
market that has produced such nega- 
tive results in the past year by rede- 
ploying its holdings of US Treasury 
securities. Selling the US securities 





at this downturn would have a nega- 
tive impact, and with US Treasury 
Department publicly discussing 
about purchasing its outstanding 
US Treasury securities so as to in- 
ject liquidity into the US market, 
this might bring big relief for China. 
Other possible option with China is 
that it can borrow virtually any 
amount, up to hundreds of billions of 
dollars, based on the value of these 
holdings and its ability to pay. And 
the proceeds from that can be in- 
jected into the real economy. 


China’s future alternative growth opportunities lie 
not only in diversifying its investment options but 
also in contributing to the prosperity of the regions 
of South Asia and other developing economies. 
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A bigger goal 

As analysts expect the worldwide eco- 
nomic recovery to set in less than two 
years, China will be a major engine 
driving the global economy. And for the 
US, it would have to redesign its strat- 
egy for reducing its debt burden for fu- 
ture generations by curbing the exces- 
sive spending behavior of its consum- 
ers. Already, thanks to the recession, 





Americans have started cutting down on 
consumption and are saving, which will 
only augur well for the domestic economy 
in the future. The pace of a Chinese re- 
covery—an economy which banks on ex- 
ports for its economic growth—will de- 
pend on the pattern of consumer spend- 
ing in the US and the rest of the industri- 
alized world, and the basic foundation 
for prosperity in the coming decades 
would depend on how investments are 
made in infrastructure, transportation, 
education, healthcare and research and 
development sectors. 
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China has also announced that it 
would create an investment cooperation 
fund worth $10 bn, where its South Asian 
neighbors can access the credit of $15 bn 
offered by China, a move to weather the 
global financial crisis, where the loans 
will be offered over three to five years to 
its ASEAN (Association of Southeast 
Asian Nations) counterparts. “China is 
going to take the opportunity of this crisis 
to further establish itself in Asia,” com- 
mented Huang Jing, a visiting professor 
at the National University of Singapore’s 
Lee Kuan Yew School of Public Policy and 
further added, “All this will have a huge 
political and diplomatic impact in the re- 
gion, in addition to the economic impact.” 
China is making the right moves that give 
ASEAN member countries ‘another op- 
tion’, besides going to the International 
Monetary Fund (IMF) or the Asian Devel- 
opment Bank (ADB) for funding, Jing 
said. 

China’s future alternative growth 
opportunities lie not only in diversifying 
its investment options but also in con- 
tributing to the prosperity of the regions 
of South Asia and other developing 
economies. Perhaps, that might be a 
better goal than searching for a new in- 
ternational reserve currency. = 


- Amit Singh Sisodiya and Ramana Pemmaraju 
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Recession and Trade Protection 








Solution Lies Elsewhere 


Protectionism often proves to be counterproductive and self-defeating. 


— Deepika M G 
Faculty Member 
The Icfai Business School, Bangalore 





esident Obama’s “Buy Ameri- 

can” slogan and the announce- 

ment of ‘No tax breaks for com- 

panies outsourcing jobs’ have sent 

shivers down the spine of many, espe- 

cially in the developing countries which 

are largely dependent on these sectors 
for their employment. 

Though the US President, in his ad- 
dress to the joint session of the US 
Congress, expressed the need to avoid 
protectionism, his statement on end- 
ing the tax breaks for companies 
outsourcing jebs did somewhat sow the 
seeds of protectionism. 

Earlier, while presenting a report 
to the Trade Policy Review Body on re- 
cent trade developments associated 
with the current economic crisis, WTO 
Director General Pascal Lamy had 
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warned that the increasing use of 
distortionary measures used by the 
members would only make the coun- 
tries more fragile with regard to their 
economic prospects. “An eye for an eye 
would make the whole world blind” ap- 
plies as well for the tit-for-tat protec- 
tion that runs during the recession. 
History proves that the increasing use 
of protectionist measures has pushed 
many countries from recession into de- 
pression. 


Beggar-thy-neighbor policies 

A common argument put forth in favor 
of the beggar-thy-neighbor tendencies 
during recessions is higher political 
pressure from the import competing 
firms. The 1930’s Smoot and Hawley 
Act, which had sharply raised US tar- 


iffs on more than 20,000 products, wa 
seen as instrumental in instigating 
tariff war. A classic example is the ‘eg 
war between US and Canada in whic! 
the US tariff on eggs prompte 
Canada to impose retaliatory tariff 
on American eggs, threatening farmer 
in both countries. 

Recessions in 1980-82 triggere: 
Sweeping new protectionist measure: 
on steel in the US. This led to a nev 
regime of Voluntary Restraint Ar 
rangements (VRAs). The end resul 
was a new regime of quotas that per 
sisted for long, even after the recessior 
had ended in the US. The portion of the 
US imports covered by ‘hardcore’ non 
tariff barriers such as Quantitative 
Restrictions (QRs) and VRAs had in. 
creased from 9% in 1981 to 15% ir 
1986 for goods from industrial coun. 
tries and from 14% to 17% for imports 
from the developing countries. 

Though, today, the clause on the 
bound tariffs would not allow the coun. 
tries to raise tariffs beyond an extent 
due to the agreement under the WTO. 
increasing tariffs even to the bound 
levels by a majority of countries is 
enough to distort trade sufficiently. 
Such is the difference between the ap- 
plied tariffs and the agreed bound tar- 
iffs under the WTO with respect to 
many member countries. 

Nevertheless, the threat of protec- 
tionism may not be limited to high tar- 
iffs alone, which was a major weapon 
during the 1930s. Domestic subsidies, 
anti-dumping, relief packages, and ex- 
change rate volatilities can, to an 
equally large extent, serve like tariffs. 

A few leading economies in the 
1980s, like France, Japan, UK and US, 
had signed the Plaza Accord to depreci- 
ate the US dollar against the Japa- 
nese yen. The extraordinarily weak yen 
had then created huge trade deficits for 
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Japan’s trading partners. The recent 
appreciation ef Chinese yuan, weaken- 
ing American dollar and making Chi- 
nese products too cheap for Americans, 
was contended by Americans as cur- 
rency manipulation by China. Reces- 
sion even in the past has led to a sharp 
increase in anti-dumping cases. The 
year 2008 saw a 40% increase from the 
previous year in the anti-dumping in- 
vestigations by all countries. 


Grim assessment 
The IMF, in its recent World Economic 
Outlook, provides a very grim assess- 
ment of the world economic situation. 
Global growth in 2009 is expected to 
fall to 0.5%, its lowest rate since 
World War II. Despite all the fiscal or 
monetary policy measures of respec- 
tive countries. financial strains re- 
main serious, pulling down the real 
economies. 

The world growth projection for de- 
veloped countries is a negative growth 
of —2% and for developing countries a 


positive one of around 5%. The posi- 
tive growth comes from emerging 
countries which are highly dependent 
on trade. The forecast by IMF that 
growth in the global trade volume 
would be —2.7% and global export vol- 
ume is likely to contract by -2% in 
2009 is therefore a warning signal to 
many develeping countries. As IMF 
points out, the export-dependent Asia 
will not pull through without the rest 
of the world recovering. 

Even if Asia could boost household 
demand to reduce its traditional reli- 
ance on exports to the US and Europe, 
such a shift cannot take place sud- 
denly. As RBI Governor, D Subbarao 
states, “...the contagion of the crisis 
has spread to India through all the 
channels, the real channel, the finan- 
cial channel and more importantly, 
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-tat protectionism has transformed, in the 
past, recessions into much deeper crises. 


the confidence channel.” 

This is quite contrary to the 
‘decoupling theory’ which was much in 
vogue. ‘Decoupling’ in Economics is 
used in the context of economic pro- 
duction and environmental quality. 
Decoupling theory holds that Euro- 
pean and Asian economies, especially 
the emerging ones, have broadened 
and deepened to the point that they no 
longer depend on the US for growth. 

But reinforcing the fact that in 
today’s world no country can survive in 
isolation, growth prospects of emerg- 
ing economies have been undermined 
by the cascading financial crisis. 
Given the developments in the last 
few months— capital flow reversals, 
widening of spreads on sovereign and 
corporate debt, and abrupt currency 
depreciations—the decoupling theory 
stands completely exposed. 

Given the fact that India’s integra- 
tion into the global economy has been 
too rapid, the effect of the crisis is 
likely to be quite grave. India’s two- 
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way trade as a proportion of GDP grew 
from 21.2% in 1997-98 to 34.7% in 
2007-08. The ratio of the total exter- 
nal transactions to GDP has more 
than doubled from 46.8% in 1997-98 
to 117% in 2007-08. In the real chan- 
nel, the US, EU and Middle East, 
which account for three quarters of 
India’s goods and services trade, are 
in a downturn, and remittances from 
migrant workers, especially from the 
Middle East, has slowed down due to 
the region adjusting for the falling 
crude prices and the spiraling 
recession. 

Interestingly, as mentioned by the 
Governor of RBI, the transmission of 
external shocks to domestic vulner- 
abilities has typically been from the 
real sector to the financial sector, un- 
like in the developed economies where 


the crisis originated and spread from 
the financial sector to the real sector. 


Lamy’s efforts 

The repeated failures of the ministe- 
rial meetings of the WTO impeding the 
conclusion of the Doha Round of trade 
talks have sent threatening signals to 
the 60-year-old multilateral trade 
body. There has been a relentless effort 
by Lamy to keep the talks alive with an 
urgent appeal to the member countries 
for the conclusion of the Doha Round. 
As he says, “It is urgent to stress on the 
value of trade as an engine and multi- 
plier of growth.” 

Though Lamy’s propagation of the 
good old theory of economics stating ^ 
trade as an engine of growth seems 
very relevant and timely, history has 
proved time and again that protection- 
ism is a natural outcome of recession. 

Also, given the fact that the barri- 
ers to Doha Round are created through 
much graver issues like agriculture 
subsidies, domestic support, or issues 
pertaining to Non-Agricultural Mar- 
ket Access (NAMA), it is highly un- 
likely that the Doha Round will see its 
conclusion in the near future. It would 
be a miracle on the part of Lamy if it so 
happens. 

With unemployment on the rise 
and pessimism widespread, is it not 
an irresistible temptation for coun- 
tries to raise the trade barriers to pro- 
tect their own people? But the fear is 
that this tit-for-tat protectionism has 
transformed, in the past, recessions 
into much deeper crises. 

The basic argument in favor of free 
trade is that specialization in produc- 
tion leads to better efficiency, lower 
prices, more employment, and there- 
fore, better growth. Countries that 
have opened themselves have seen 
higher growth than countries which re- 
main closed. But as mentioned ear- 
lier, during recessions it is simply im- 
possible to avoid the urge to resort to 
some defensive trade measures. The 
question before us is: How to curtail 
them? m : 
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The global financial turmoil has taken a toll on one of the fastest growing 
economies in the world and is now dragging down all sectors of the 
economy amidst a scary fiscal scenario. 





he world economy is caught in 

one of the worst crises and the 

end is not yet in sight. The situa- 
tion continues to worsen despite tril- 
lions of dollars of stimulus and bail- 
outs. India is not completely immune to 
the global economic downturn as it is 
more integrated into the world economy 
today than at the time of the Asian cri- 
sis. India too has to weather the nega- 
tive impact of the global financial tur- 
moil. Though India’s growth is not so de- 
pendent on the West, the service and 
manufacturing sectors would be ad- 
versely impacted; and on the stock mar- 
ket front, there has been a net outflow 
from the country as the global turmoil 
drags on. 

After years of rapid growth, current 
fiscal will prove a testing year for policy 
makers. They are now concerned with 
the unsustainable fiscal situation, go- 
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ing by the sharp reduction in exports 
and the dramatic slowdown in the do- 
mestic economy. Corporate India is 
troubled by liquidity concerns and tight 
access to credit. As per revised esti- 
mates, fiscal deficit surged to 6% of 
GDP for FY09 against the budget esti- 
mates of 2.5% on account of large rise in 
government expenditure, coupled with 
significant decline in tax revenue collec- 
tion. 

Going by the rapidly deteriorating 
fiscal situation, credit rating agencies 
have already warned that rising fiscal 
deficit could force them to downgrade 
Indian debt and raise international bor- 
rowing costs. Goldman Sachs projects 
the fiscal deficit for 2008-09 at 8.4% of 
GDP, worse than in 1991. That is about 
four times of what it should have been 
and far higher than the budgeted esti- 
mates. If we take into account spending 


by state governments, fiscal deficit 
would touch 10%. While global reces- 
sion is taking its toll on the Indian 
economy, GDP is estimated to grow at 
5-6% for the FY10, against the govern- 
ment forecasts at 7.1% in FY09. 

Just a year ago, Indian economy 
caught the attention of global investors 
by chalking out a growth rate of over 9% 
annually for three consecutive years. 
For the past two decades, India is 
among the fastest growing in the world 
with an average annual GDP growth 
rate of 5.8%. Even at present growth lev- 
els, though the revised growth figure is 
minimal, it is still high relative to that 
of the developed economies. India’s 
growth story is based on domestic de- 
mand, which constitutes three quarters 
of the economy, compared to less than 
half for China. 


The issues behind 

During the last three years, buoyant tax 
collections, especially direct taxes, have 
helped the government improve its fi- 
nances. The issues behind alarming fis- 
cal deficit include recent farmers’ debt 
relief scheme, generous salary in- 
creases under the Sixth Pay Commis- 
sion and expansion of National Rural 
Employment Guarantee scheme. Part 
of the wider deficit is blamed on lower 
revenue receipts in a slowing economy. 
It is a matter of concern that the debt 
servicing cost (debt repayment plus in- 
terest payments on debt) is now nearing 
almost 100% of revenue receipts. The 
revenue deficit as a proportion of GDP is 
pegged at 4.4% against a target of 1%. 
Even revenue expenditure is higher by 
22% compared to the capital expendi- 
ture, which is just up by 5%. The biggest 
increase has been in subsidies, which 
were up by 81%, as the government had 
to protect domestic consumers from 
high global oil prices during the first 
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half of 2008. Besides, the slide in the 
value of rupee against dollar is also a 
cause for concern. Virmani, Chief Eco- 
nomic Advisor Economic Affairs, Minis- 
try of Finance, is of the opinion that im- 
vestment demand, which was booming 
in recent years, is falling too fast. It had 
grown at the rate of 18% per annum be- 
tween 2003 and 2007, compared to 9% 
in the five preceding years. He further 
adds, “Our concern is not that invest- 
ment is slowing down, but that it should 
not slow down too fast.” 


Unavoidable fiscal mess 

Amidst global turmoil, Indian Gevern- 
ment has set aside temporarily its tight 
public spending targets. It indicates 
that a high fiscal deficit is inevitable in 
weathering the challenges posed by re- 
cession in big economies. Arvind 
Virmani believes that “spending and 
stimulus packages will help improve 
domestic demand and a revival of the 
US economy would play the role of posi- 
tive catalyst to move to the high growth 
phase. The fiscal deficit, at about 5%, is 
expected to act as a stabilizer for the 
Indian economy.” 

The year ahead is not likely to be 
normal and, therefore, the high fiscal 
deficit is inevitable. Reports indicate 
that the economy weuld only return to 
the tighter fiscal targets once it was re- 
stored to growth path of around 8 to 9%. 
Arvind Virmani suggests that fiscal 
deficit will act as an automatic stabi- 
lizer for the Indian economy. He adds, 
“The global meltdown of the year 2008 
is a once-in-75-year phenomenon and in 
such circumstances there is a need to 
increase demand and raise the fiscal 
deficit to provide stimulus te the 
economy. Accelerating government in- 
vestment in infrastructure is seen as 
substituting the decrease in private in- 
vestment.” 


Reviving the economy 

To revive the economy, the next govern- 
ment has to engage in more financial 
market, tax and expenditure reforms. 
Expansion of demand into untapped 
fields may also set the economy back cn 
course. In spite of the fall in inflation 
rate well below its year-end target rate, 
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the central bank is likely to lower its 
policy rates further to revive invest- 
ment and spur consumption. Moreover, 
given the current scenario, it is not the 
right time to worry much about fiscal 
deficit. It is more important to save the 
economy from a potentially prolonged 
slump. Fiscal deficit can be dealt with 
at an appropriate time. 

However, alarming fiscal deficit 
could lead to a corresponding rise in 
public debt and reduce the attractive- 
ness of India as an investment destina- 
tion. During economic recession, govern- 
ment and its public sector firms are ex- 
pected to increase spending to boost do- 
mestic demand. But the government 
now finds itself in a double whammy, as 
the prevailing high deficit levels limit 
the scope for additional fiscal stimulus. 
Planned expenditures, particularly for 
infrastructure projects, could take a hit. 
At the same time, fading private sector 
investment could force the government 


to keep spending towards non-plan ex- 
penditures like salaries, subsidies and 
interest payments to revive the sputter- 
ing economy. Nevertheless, experts say 
inflation is a low priority for now and 
policy-makers must focus on boosting 
growth and creating jobs. 


Outlook 


Despite the various fiscal and stimulus 
policies adopted by most developed na- 
tions, experts say the global economy 
would not revive in the near future. It 
means that India might get stuck in low 
growth pace, which will in turn create 
added pressures on government fi- 
nances. Many experts think that if the 
GDP growth estimate for the year turns 
out to be lower, then the deficit figure as 
a percentage of GDP will go up further. 
With the two stimulus packages having 
failed to make any noticeable impact on 
the economy, now policy-makers are 


tion. 


Alarming fiscal deficit could lead to a corre- 
sponding rise in public debt and reduce the 
attractiveness of India as an investment destina- 


emphasizing on rate cuts. However, 
with very high levels of revenue and fis- 
cal deficits, monetary policy instru- 
ments are largely ineffective. With fall- 
ing global capital flows and investment 
getting scarcer, it is difficult to attain 
the projected 9% growth for a long time. 

In spite of the slowing service sector 
and falling stock market and real es- 
tate, Indian economy is on the growth 
track, backed by a booming rural India 
which is showing signs that it can pick 
up momentum. According to India 
Infoline, rural Indians’ consumer spend- 
ing grew faster than that of city dwell- 
ers. Rural India has surpassed urban 
centers in the number of households 


earning $2,000 a year, above which , 


families begin to have disposable in- 
come. This new awakening explains 
why the economy continues to grow even 
as the US recession drags down the 
world economy. Anand Mahindra, Vice- 
Chairman, Mahindra Group, says, “If 


any one part of the economy is 
decoupled from the global crisis, it is 
rural India.” 

As per the International Monetary 
Fund (IMF) predictions, India will grow 
5.15% in FY 2009, far ahead of Brazil 
(1.8%) and Russia (-0.7%). According to 
Jim O’Neill, Head Global Economic Re- 
search, Goldman Sachs, “India’s 
economy may grow slow in 2009 and 
pick-up in the next year to witness a 
growth of over 7%. Unless India’s 
growth is based on productivity perfor- 
mance, it would not be a lasting 
growth.” He suggested that Indian 
policy-makers have to drop double digit 
growth and should concentrate on rais- 
ing India’s engagement with the world. 
However, O’Neill predicts that within 
two decades India could emerge as the 
single most powerful economic story in 
the world.= —N Janardhan Rao 
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Do you subscribe to the notion that 
a higher fiscal deficit will offset the 
drop in investments resulting from 
the global recession? 

Soumendra: Whether greater govern- 
ment borrowing will ‘crowd out’ or ‘crowd 
in’ private investment will depend cru- 
cially on the application of the borrowed 
funds. It has been seen that expenditure 
on infrastructure generally sets across 
strong complementarities for the private 
sector. It is interesting to note that the 
į Revenue Deficit to Fiscal Deficit ratio is 
around 73% for India or a majority for 
borrowing is going towards financing cur- 
rent expenditure. While this may partly 
help to raise consumption and there is 
also a need to increase the borrowing 
funds going directly towards asset for- 
mation. By and large, during economic 
slowdown the government comes for- 
ward and take the lead in investment 
activities to uplift the consumers’ and 
investors’ confidence and sentiments. 
Large chunk of investment goes particu- 
larly in infrastructure sector to generate 
employment and income subsequently. 
This fresh investment generates invest- 
ment multiplier times income leaving 
more purchasing power in the hands of 
consumers raising effective demand in 
the economy. Finally, this helps in short- 





ening the phase of contraction in eco- 
nomic activities. Hence, the successful 
execution and implementation of 
infrastructural projects on the ground 
can boost investment sentiments in the 


economy. 

Ashima: Higher government borrowings 
can be managed by the RBI to limit the 
impact on the interest rate. At present 
Winding down the MSS balances offers 
Scope to finance government borrowings 
without crowding out private invest- 
ment. MSS balances were created for 
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“Given the slowing pace of the economy, it is imperative that government sp 


sterilization but are no longer required 
since currently there are net outflows of 
foreign capital. A higher fiscal deficit 
may not fully offset the drop in invest- 
ments, but can help reduce further cumu- 
lative fall. 
Nitya: Higher government borrowing 
which will be required to finance fiscal 
deficit is unlikely to have a negative 
impact on private investment as India 
is not a saving-constrained or credit 
constrained economy. Companies are 
finding it difficult to get loans now not 
because banks don’t have money but 
their creditworthiness has gone down. 
This is because of the stock market 
crash as many companies landed up 
with a very high debt-equity ratio due to 
huge erosion in their assets. Many com- 
panies went for foreign borrowing due to 
high interest rates in India that RBI in- 
flicted upon, supposedly to fight infla- 
tion. With the value of rupee falling by 
more than 20%, they are in trouble as 
their loans are denominated in dollars. 
In any case, there is no evidence in India 
that in the past fiscal deficit has af- 
fected interest rates or adversely af- 
fected private investment. In fact, there 
is some evidence that in India public in- 
vestment ‘crowds in’ private invest- 
ment. Public investment will also cre- 
ate demand for private suppliers. 
Higher fiscal deficit can offset the 
drop in private investments resulting 
from global recession. But to a large ex- 
tent it will depend on how the govern- 
ment money is spent. 
Yashika: Higher government borrowing 
is likely to exert upward pressure on G-sec 
yield. As a result, servicing of government 
debt could get costlier, which in turn 
might lead to a further increase in the fis- 
cal deficit. Moreover, yields on corporate 
bonds are likely to march upwards follow- 
ing the increase in G-secs yield, making 
this avenue of fund raising costlier for the 
corporates. This has the potential to 
crowd out private investment once the 
economy starts reviving and investment 
demand begins to increase. 





However, in the current scenario, 
when the private sector investment has 
taken a back seat, increased govern- 
ment expenditure on the capital front, 
especially infrastructure, might arrest 
further fall in investment. It is not so 
much a higher fiscal deficit alone, but 
the avenues where the increased gov- 
ernment spending is directed towards 
which will offset declining investments. 


What could be the consequences 
of India’s sovereign rating 
downgrade? 

Soumendra: The sovereign ratings out- 
look revision appears to factor in the 
threat from rising fiscal imbalances 
along with the moderating growth envi- 
ronment. There is no doubt that India 
still remains among the better perform- 
ing economies in the prevailing 
recessionary environment. Sovereigns 
ratings downgrade have exchange rate, 
interest rate and associated effects. It 
has been seen that ratings downgrade 
affect bond yields and equity move- 
ments in the rated countries. Sovereign 
credit ratings impact both interest rate 
and exchange rate. Any downgrade in 
sovereign rating might result in higher 
interest rates for the country, with their 
associated results for overall economic 
growth and development. It would have 
negative impact on local currency 
against other currency. Moreover, down- 
ward revision of rating would make the 
country relatively a less attractive desti- 
nation to invest. 

Ashima: The downgrade is because of a 
misunderstanding that the widening 
deficit is a conscious policy measure, 
which can be reversed in the long-run. In- 
dia had successfully followed the FRBM 
Act and brought down deficits in the re- 
cent past, and will do so again in the fu- 
ture when this crisis is past. Continuing 
growth means some buoyancy in tax rev- 
enue will continue. The proposed move to 
GST should boost revenue. Tax cuts can 
be reversed and pay commission arrears 
etc. would be over. A downgrade could 
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raise borrowing costs for Indian firms 
abroad, but is not of much immediate 
consequence because there is not much 
liquidity anyway in international mar- 
kets. 

Nitya: The rating agencies consider fis- 
cal deficit to be a necessarily bad thing. 





So they downgrade sovereign rating. But 
fiscal deficit is not necessarily bad. As I 
argued before it depends on the nature of 
such deficit. I don’t think people really 
pay much heed to what these rating 
agencies have to say. Foreign investors 
have been moving to China and India ir- 
respective of what these rating agencies 
had to say. The financial melt down has 
also dented their credibility severely as 
many companies they rated highly sud- 
denly became bankrupt. 

Yashika: Apart from the fundamentals 
of an economy, the fiscal position of the 
government plays a major role in the as- 
signment of sovereign ratings. Rising 
fiscal deficit and a high ‘government 
debt to GDP’ ratio in India might in- 
crease concerns about debt 
sustainability, and hence might lead te 
downgrading of India’s sovereign rating. 
Although, currently India is the seeond 
fastest growing economy, sustained 
high fiscal deficit is likely to weigh on 
the future prospects of the country. 

A downgrade in India’s sovereign 
rating is likely to put downward pres- 
sure on India’s ability to attract foreign 
capital inflows, which have played an 
important role in financing India’s de- 





velopment in the recent past. Further, 
in case of a downgrade, Indian 
corporates would have to pay high inter- 
est on overseas loans. 


Apart from the cuts in interest rate 
and CRR, what is the immediate 
challenge before the RB! in 
managing the deficit? 
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Soumendra: The fiscal stimulus 
planned would have to be complemen- 
tary infusion of liquidity. Moreover, the 
government could increase the propor- 
tion of borrowings going to the capital 
account. Given that the rising fiscal defi- 
cit could put an upward pressure on in- 
terest rates, the RBI faces a challenge of 
stabilizing the monetary side through an 
easier monetary policy. Over and above 
the rising fiscal deficit, it is noticed that 
the headline inflation is experiencing a 
declining trend. This gives ample head- 
room to RBI to cut the key policy rates at 
least by 100 bps to augment the credit 
growth rate. In nutshell, the fiscal stimu- 
lus and monetary easing measures 
should be fully realized by the third 
quarter of FY 2010. 

Ashima: The 13" Finance Commission 
has been given the task of charting a new 
road map for fiscal sustainability. Im- 
provement in tax administration and 
expenditure management are expected. 
Once such a credible plan is in place mar- 
ket fears will subside. Many of the cur- 
rent pressures on the budget are short- 
term and will not persist. In this period 
of reduced capital inflows, a larger part 
of reserve money growth can come from 
RBI acquisition of government securi- 
ties, thus helping finance the deficit. 
Nitya: This is not something that people 
talk about in the context of fiscal deficit. 
If government runs a deficit then the non- 
government sectors must run a surplus. 
One part of this is the external sector. If 
the private sector is not able to run an 
adequate surplus, higher fiscal deficit 
can lead to higher trade deficit. But this 
also depends on how the government 
spends the money. 

Yashika: India’s foreign exchange re- 
serves have increased substantially dur- 
ing the last few years and are at healthy 
levels, though certainly not as huge as 
China’s forex reserve. While forex re- 
serves cannot be used directly to handle 
the fiscal deficit situation, they provide 
an alternate source of funding. The idea 
of using forex reserves for infrastructure 
development has been mooted a while 
back, and in the current situation, infra- 
structure funding certainly would help in 
giving a fillip to the larger economy. 


Do you expect the fiscal deficit 
levels to fall, given the decline in 
crude prices? 

Soumendra: Not really, the crude oil 
prices fall should no doubt soften the 
import bill but exports have also been 
significantly hit, so the exact impact on 
the trade balance is still unclear. More- 
over, the present fiscal deficit is driven 
by the need to boost domestic consump- 
tion. Fall in crude prices which would be 
a consequence of recession would hence 
be constrained due to the rising deficit 
levels. 

Ashima: The fall in oil prices will reduce 
government subsidies and therefore 
pressures that tend to raise the deficit. 
Nitya: No. It is a misconception that , 
higher crude prices always had an ad- 
verse impact on the government budget. 
Oil is highly taxed in India and hence 
higher prices means higher tax revenue 
for the government. It is also a miscon- 
ception that oil is subsidized in India. 
Well, it is subsidized for some products 
like kerosene or cooking gas but not for 
all products. Oil was subsidized for a 
brief period when prices were too high 





crossing even $100 a barrel. So as long 
as government can pass on the higher 
crude prices to consumers, price rise 1S 
good for government revenue. 

In any case, you may also note that 
the decline in crude prices have come 
with a decline in the value of rupee. 
Yashika: The decline in crude oil prices 
is likely to reduce the subsidy burden 
for the government, and to that extent 
provide some respite on the expenditure 
front. However, the savings on this front 
is unlikely to lower the fiscal deficit in 
the next fiscal, as the government is 
likely to increase its total expenditure 
in an attempt to stimulate demand and 
support the moderating domestic 
economy. Also, tax revenue collection 
might fall further, on account of cut in 
excise and service tax rates for FY10. 
This in turn is likely to put further pres- 
sure on fiscal deficit.= 
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‘Indian Outsourcing Sector 


Is the Party Over? 


The euphoria surrounding the Indian outsourcing sector seems to be 
evaporating as it is getting mired in the downturn. Does this signal the 
end of the heyday of the decade-old fastest growing sector? 





e ongoing global financial crisis 
has all the makings of an epoch 
defining experience. It has virtu- 

ally reached every country on the planet 
and jolted all the major economies such 
as the US, UK, Japan, Germany, etc., 
and India is no exception. The winds of 
recession are sweeping across India too, 
making it the hardest hit Asian 
economy. India, which was dubbed as 
best outsourcer of IT and related ser- 
vices until recently, is now going 
through a rough patch, thanks to the 
downturn in worldwide economy, in- 
creasing protectionism, Satyam’s scan- 
dal and the terrorist attacks in 
Mumbai. Most of the companies are at 
present confronting issues like cost-cut- 
tings, venture call backs, and project 
terminations, etc. 

Signs of slowdown have begun to 
show off since early 2009, with the 
prices of shares of IT companies, such as 
TCS, Patni, HCL and others, moving 
southward. In response to the falling 
sales, most of the IT companies have 
been reviewing their projects, business 
plans, and costs. Since 2008, most of 
the US IT companies have been pulling 
back their investments from India and 
other traditional outsourcing destina- 
tions in an attempt to weather this eco- 
nomic storm. 

In the last decade, the contribution 
of IT outsourcing to Indian exports and 
GDP was immense, i.e., about 25% and 
5.8% respectively. While reporting a 
30% growth rate every year, Indian 
outsourcing sector drew more than 60% 
of its business from the US. All the ma- 
jor contracts and consolidations were 
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from the western economies. Although, 
the industry, as a whole, is slowing 
down, the market still remains posi- 
tive. Nasscom, the apex body of the 
Indian IT industry, is quite optimistic 
about the growth of IT exports in 2009 
and predicts that there will be an in- 
crease in the revenues by 17%, amount- 
ing to $47 bn in the first quarter of 
2009. 


Outsourcing woes 

In the past decade, the Indian IT 
sector has emerged as one of the largest 
outsourcing centers on the globe. The IT 
and BPO outsourcing boom created a 
significant impact on the Indian 
economy and it increased the IT sala- 
ries, cost of living, real-estate prices, 
etc. Due to the financial turmoil and 
slowdown in the US, the IT markets in 
India have tumbled greatly. The fall in 
the major US investment and commer- 
cial banks has hit their IT budgets dras- 
tically. 

Adding to the woes, the recent bud- 
get announcement and the administra- 
tive policies of the US President Barak 
Obama have stunned the industry ex- 
perts as well as Indian and US IT ma- 
jors. According to these policies, those 
US companies which have been hiring 
foreigners on H1B visas will now face 
tough times, as they will not get any tax 
relief/benefits, i.e., if any US-based IT 
company outsources any of its services 
abroad, it will not have any tax breaks 
which they were earlier entitled to, such 
as lower taxes for profits repatriated 
from foreign shores. H1B visas gener- 
ally give temporary work permits in the 


US. For more than a decade, H1B visas 
and the tax benefits have largely moti- 
vated both the Indian and the US com- 
panies to go for outsourcing. However, 
the US President, worried about the ris- 
ing unemployment rate (8.1%) and the 
fall in the industrial production, has 
taken protectionist measures in this re- 
gard. 

In President Obama’s words, “We 
will restore a sense of fairness and bal- 
ance to our tax code by finally ending the 
tax breaks for corporations that ship 
our jobs overseas.” But such a move will 
make the IT sector less lucrative in the 
coming years. About 1,000 firms are ex- 
pected to be affected by the move to do 
away with a particular provision of the 
country’s tax code. Among the major 
companies which have shipped jobs to 
foreign countries like India are General 
Electric, Microsoft, HP, PepsiCo, 
Motorola, Honeywell and IBM. Apart 
from this, the US has also recently in- 
troduced a legislation to prevent recipi- 
ents of government bailouts from hiring 
H1B visa holders for one year. 

After being badly hit by Obama’s 
plans, the Indian IT sector’s reputation 
was further undermined by the 
Mumbai terrorist attacks and the 
Satyam Scandal, which once again put 
the sector’s competitiveness at stake. 
The $1 bn Satyam scam has raised con- 
cerns over the regulatory, safety and 
compliance issues in the 
Indian outsourcing sector. The sharp 
fall of the Indian currency in 2008 
against other currencies across the 
globe has affected the IT exports in In- 
dia. 

On the whole, the Indian IT 
outsourcing sector has been facing a 
plethora of challenges. Besides these, 
other rising outsourcing destinations 
like Philippines, China, Russia, East 
Europe and Nigeria are eating into the 
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“The industry will adapt and reinvent itself. However, many SMEs without a uniqu 
value proposition will vanish. Big players will survive and even become more Cos! 


efficient.” 

With the worsening global economic scenario, the Indian outsourcing 

landscape has changed in recent months. What is your take on the 

current performance of the Indian outsourcing sector? 

Mittal: ‘Outsourcing’ is intricately woven into globalization 

and the global slowdown, like in every other sector, has had an 

impact on outsourcing. However, outsourcing is here to stay, 
as it has moved away from only sending out some non-core 
functions to an activity that is fundamentally integrated with 
sore administration and strategy. In the wake of the economic 
recession, the Indian IT industry is coping well; and is expected 
to reach US$47 bn by the end of FY09 with growth pegged at 

16-17%. 

India’s value proposition continues to be strong. Given the 
widespread impact on corporations, they would be looking at 
business transformation and new business models, which 
would create opportunity for the Indian IT-BPO sector. De- 
spite the fact that there will be increased price competition for 
outsourcing deals in the medium-term, business outcome-fo- 
cused outsourcing, rather than cost-focused outsourcing, is ex- 
pected to drive the market. The following trends will drive the 
growth of the Indian outsourcing industry: 

e Domestic market has become a new focus. E-governance 
and enhanced IT adoption by Indian businesses represent 
growth segments. 

e Opportunities in newer markets and verticals like 
healthcare. 

Ganesh: In my opinion, the business will not go away. How- 

ever, the nature of the business, the cost models and delivery 

models will need to change. 

There will be a fall in new businesses and in margins. 

Some of the businesses may go to other low-cost locations, but 
many others will come to India. 
What are the key factors that have contributed to the sudden slowdown? 
Mittal: Economists around the globe are working towards pin- 
ning down the key factors which contributed to the current 
slowdown. However, we can say that it started from the US 
mortgage industry. The impact of the subprime crisis led to 
the collapse of the US financial sector, which resulted in a 
savere liquidity crunch in the market, leading to large compa- 
nies going bankrupt and generating need for stimulus pack- 
ages. Considering that the economies are closely interlinked 
in today’s world, the slowdown rapidly spread across other 
economies and sectors. 

What will be the impact of Obama’s protectionist plans on the Indian 

outsourcing sector? Wil! they pose a real threat to the beleaguered 

sector? 

Mittal: We do not anticipate protectionist measures from 

President Obama. He, has supported the need to ‘avoid protec- 
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tionism’ in his speeches at various forums including G20 sui 
mit recently. The overall sentiment lays emphasis on the i 
portance to understand that this is a time for global collak 
ration if the world is to come out of this economic downtu 
quickly. 

Outsourcing holds the key for future growth and the Indi 
IT-BPO industry has an important role to play in the glok 
economic recovery. Many of the issues related to ban 
outsourcing are more directly related to companies that ha 
got TARP, though these bills were also considerably dilut 
Hence, it is imperative that not only US, but all countr 
support outsourcing and continue to be proponents of fi 
trade. 

Ganesh: I do not see a threat. The competitive advantage is 

high still that people will forgo tax breaks and still send wi 

to India. 

What are the strategies adopted/to be adopted by the Indian firm: 

survive in the current crisis? 

Mittal: The impact of the economic slowdown has been wi 

spread with effects on various sectors around and has chan; 

strategies to address the impact. NASSCOM is activ 

working with McKinsey to define ‘Perspective 2020 outlook 

IT sector’, which will define a strategy and key action agel 

for the IT industry to retain growth and its leadership p 

tion. Some of these priorities include: 

e Fundamentally revise cost structure and deploy reve! 
levers to enhance margins. 

e Diversify beyond core offerings and target new growth 
gines. 

e End-to-end transformative big bets at core clients and 
ate portfolio of ‘downturn’ services. 

ə Develop innovative solutions for domestic end-custom 

How do you see the future of Indian outsourcing industry? 

Mittal: From a long-term perspective, we are lookin; 

greater employee engagement and engagement v 

academia and industry. 

Ganesh: Many businesses will focus on mining existing 

counts and not spend on new business acquisition. 

There will be cost pressures. Indian companies will ł 
multiple centers across the globe to offer their clients the 
options. Most importantly, they will get closer to the custo 

by looking at business value beyond cost. 

Allin all, the industry will adapt and reinvent itself. F 
ever, many SMEs without a unique value proposition will 
ish. Big players will survive and even become more cost 
cient. 

*President, NASS 


**Founder and CEO of Totus Cons 
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market share of Indian outsourcing pie. 
As of now, China and Philippines are in 
the line to grab the top positions as the 
major outsourcing destinations. Ac- 
cording to the Everest Research Insti- 
tute, “Philippines expected to emerge 
as premier non-voice outsourcing hub. If 
there are few more stories like Satyam 
Scandal in 2009. then in 2010, we may 
find a significant shift in outsourcing 
projects to Philippines from Indie.” 


Combating the crisis 

Gripped by such burgeoning fears, the 
fate of the Indian IT outsourcing sector 
will be further undermined if right 
strategies are not taken at this crucial 
juncture. Industry analysts predict that 
the slump in the US economy will en- 
courage the top Indian companies to 
lock out for new opportunities in other 
economies of the Asia-Pacific, Latin 
America and Europe, The Middle East 
and Africa (EMEA). Further, the tier H 
companies operating in Banking Finan- 
cial Services and Insurance (BFSI seg- 
ment for the US and UK companies will 
have an option te merge or consolidate 
with larger IT firms in the country. 
Moreover, the Satyam cash fraud might 
lead to strengthening of regulatory com- 
pliance and security issues. In this re- 
gard, the outsourcing firms of the US 
and UK might appoint governance offic- 
ers to manage operations overseas to 
ensure transparency in corporate gever- 
nance. 

All these days, the Indian IT compa- 
nies were an attractive destination for 
giobal players te cutseurce their opera- 
tions due to the cost arbitrage, highly 
qualified English speaking workforce 
and cheap labor. Commenting on the ca- 
pability building measures of the In- 
dian firms Kris Gopalakrishnan, CEO 
and MD, Infosys Technologies Limited, 
states, “What started as a cost arbitage 
is being sustained because of access for 
talent and quality. The availability of 
talent in India, right from legacy to new 
technology, is what had the west inter- 
ested in India and we should continue 
having this pool to enable to grow the 
industry.” India has been the best ser- 
vice provider till date. For example, 
though Satyam’s management was ac- 
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cused of cash fraud, there were no com- 
plaints as such against the services it 
offered. 

With such positive attributes, the 
Indian IT firms and the government 
have to take appropriate measures to 
counter this global crisis. Global and 
Indian companies are chalking out 
strategies to reframe their agreements, 
sales models, IT budgets and costs, 
keeping in view the financial meltdown. 
Allin all, the key government steps also 
play a major role in countering this IT 
downturn, and accordingly it has an- 
nounced that Software Technology 
Parks of India (STPI) scheme, which al- 
lows tax holiday to software companies 
and was due for expiry in 2010, will be 
further extended to three more years. 

Furthermore, the IT amendment 
bill is due for approval from the parlia- 
ment and includes the long-awaited 
Special Incentive Package Scheme 
(SIPS) for promoting investments in the 
semiconductor fabrication plants. 
Nasscom opines, “While the country’s 
outsourcing industry would face a slow 
growth, it would not shut down as a re- 
sult of the global economic meltdown. 
Our fundamentals are very strong. 
Slowdown will only reduce the rate of 
growth of the industry. Commitments 
in the long run will continue. Massive 
job cuts in the industry would not hap- 
pen, as a major chunk of the workforce 
performed critical functions that could 
not be removed.” 


Counting on long-term prospects 
Whatsoever, the global financial tur- 
moil has hit the Indian IT industry, and 
now it is time to embrace growth strate- 
gies. In this regard, Partha Iyengar, VP 
and Regional Research Director, 
Gartner India, comments, “So far, it has 
been a problem of plenty. The slowdown 
can be a second Y2K opportunity for 
India. But for that, companies have to 
change the mindset from mere order- 
taking to evolving savvy strategies.” 
However, an analyst from Forrester Re- 
search predicts that the IT outsourcing 
sector would gain momentum after 
mid-2009. 

At a time when the Indian IT sector 
is facing huge losses, opportunities are 


ae ean 


knocking at the doors of most of the I 
dian companies like TCS, Infosy 
Wipro, HCL and others, which have r 
cently signed billions of outsourcir 
agreements. Interestingly, US-base 
firms like Accenture, IBM and JP Mc 
gan Chase have booked outsourcil 
deals with Indian and other firms. Tt 
shows that most of the companies vie 
outsourcing as the best way to cut dov 
costs in the present situation. 

In an attempt to cut down the cos 
further and retain their market shal 
Indian IT companies are innovating 
new ways to achieve the goal. They a 
opting for outcome-based outsourci 
which takes into consideration the o 
come/results attained rather th: 
counting on the number of hours spe! 
Further, most of the outsourcing comy 
nies prefer an out-of-sight model th 
the initial on-site model. As f 
Lakshminaraya, Chief Strategy Offic 
Wipro Technologies, says, “Clients ¢ 
essentially looking at reduction in th 
budgets and, therefore, we are discu 
ing various pricing models. Like ap} 
cation and element-based prici1 
wherein the client pays by the appli 
tion he uses and the number of € 
ments he uses and not based on | 
number of people working on 1 
project.” Near-shoring as a low-cost 
ternative to domestic sourcing is a 
poised to assume greater importar 
In the near-term, the top Indian fir 
are predicted to expand global fc 
prints and open delivery centers 
China, Latin America, Eastern Eur 
and North America. 

Conventional wisdom says t. 
companies tend to outsource more 
growth contracts. While that is ol 
the case at the end of a recession, 
perts say that the opposite may be t 
early on, as companies scramble to 
spond to rapid changes in economic | 
ditions. As the global economy recov 
IT spending will be back on track, 
hence, analysts predict that the k 
term future of outsourcing will be } 
tive and healthy. « 
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Japan’s Trade 


Fall from Grace 





The highly export-reliant Japanese economy is currently plagued by 
plunging exports. 





apan, often called the land of ris- 
ing sun, is struggling to see light 
in its economic matters. Japan’s 
economy has been shrinking incredibly 
since the onset of the global financial 
crisis. It is incredible because Japan, 
which had consistently experienced a 
surplus in its current account since 
1981, posted a current account deficit 
of 172.8 bn yen ($1.76 bn) in January 
2009. In the six months to January, it 
recorded an annualized trade deficit of 
4 tn yen ($39 bn), compared to a sur- 
plus of almost 11 tn yen a year earlier, 
This reversal of trend is mainly due to 
its faltering exports. Japanese exports 
declined by 49.4%—the steepest slide 
since 1957—in February 2009 as well, 
which underscores the severe impact of 
ythe global slowdown on global demand 
for Japanese products ranging from 
cars to heavy machinery and 
electronics. 
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Economists opine that Japanese 
exporters are hurt by a triple whammy 
of shrinking overseas demand for their 
products, a persistently strong yen 
that makes their goods expensive at a 
time when demand is slowing, and the 
fact that Japanese dominate in prod- 
ucts— at the high-end of the market— 
that are feeling the brunt of the global 
slowdown. The ongoing developments 
are pushing the world’s second largest 
economy into a deep recession. Japan’s 
economy contracted by an annualized 
12.1% in the last three months of 2008, 
its worst performance in 35 years, and 
the biggest contraction among devel- 
oped countries. Its industrial produc- 
tion plunged by 38% by February this 
year. Economists view that 2009 is not 
going to be much different and expect 
its GDP to shrink by 6.6%, wiping out 
all the gains garnered in the last 
decade. 


Sayonara to exports 
Japan, reckoned as the hub for expo: 
is in trouble because of the same | 
ports. Japan had many times in t 
past been affected by recessions, but 
recovered soon by taking shelter unc 
its exports. Extraordinary overseas i 
mand for Japan-manufactured ca 
electronics and auto parts, especially 
US, Europe and the remaining parts 
Asia, have helped its exports to sur 
beyond expectations. Also, a cheap ye 
coupled with America’s consumer bin; 
has led to a boom in exports. Analy: 
say that though Japan did not ha 
housing or credit bubbles, undervalu 
yen played havoc in its economy. Jay 
nese exporters expanded their capa 
ties heavily, believing that the y 
would continue to stay low against t 
dollar and global demand for their prc 
ucts would remain strong, resulting ir 
huge misallocation of resources. Thi 
in a way, Japan’s over-reliance on e 
ports helped its economy prosper. 
However, with the US financial € 
sis hitting the real sector, Americar 
resistance to high-value products, su 
as cars and consumer electronics, h; 
brought down the overseas demand f 
Japanese products. The collapse 
overseas demand on the one hand ar 
the surging yen on the other have led: 
a burst in Japanese export bubble. A 
cording to data from Ministry of F 
nance, exports to three of Japan’s bi 
gest overseas markets fell by record le 
els. Exports to the US fell by 52.99 
while those to Europe declined 47.48 
and exports to Asia dropped 46.74 
With such a turn of events, Japan he 
recorded a trade deficit, which was nc 
expected of it. A drastic fall in oversea 
demand and consequently its export 
and economy underscores Japan’ 
heavy dependence on overseas market; 
Analysts view that the Japanes 
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economy therefore cannot recover until 
the global situation improves and again 
spurs overseas demand for its products. 


Deterring business climate 

Sharp turnarounc from large sur- 
pluses reflects the effect of the finan- 
cial crisis on both Japanese trade and 
investment income. Dramatic fall in 
exports has had an effect on the indus- 
trial produetion as well. It tumbled a 
precipitous 10% in February 2009 over 
the previous month and registerec an 
annual decline of 33%. The figure 
marks the decline for the fifth consecu- 
tave month, with steep cutbacks among 
makers of transportation equipment 
and general machinery. Analysts say 
that this is the worst decline for indus- 
trial production since 1983. Analysts 
are worried because the fall in both in- 
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dustrial output and exports is more 
than the fall in demand. While the glo- 
bal car sales fell by 25%. Japan’s ve- 
hicle production fell by 50% on a y-o-y 
basis during the first two months of 
2009. 

In this backdrop, business cli- 
mate for Japanese corporations is 
deteriorating and is also somewhat 
discouraging. Many firms have tem- 
porarily closed plants in order to 
slash excess stocks and to do away 
with the inventories lying with them. 
Exporting giants Toyote and Sharp 
are both set to record their first fis- 
cal year losses since beceming listed 
companies. Other behemoths, in- 
cluding Nissan, Sony and Panasonic, 
have recorded net losses in the fiscal 
year ending March 31, 2009. Ana- 
lysts expect that Japan’s entire 





manufacturing sector would reco: 
fiscal year loss. 

Manufacturers are planning to 
their investment by 20% this year 
are also trimming jobs and wages. 
employment rate, which used tc 
seemingly modest till 2008, 
surged to 4.4% in February 2009 on 
o-y basis. The ratio of job offers to 
plicants, which was nearly ‘one’ at 
start of 2008, has declined to 0.59; 
average hours worked have also fa 
sharply. Average wages (including 
nuses and overtime pay) declined 
2.7% on a y-o-y basis in February 2( 
This effect also spread out to hor 
hold spending and department st 
sales, which fell by 3.5% and 11.59 
real terms over last year. All these 
gether have underpinned the co 
dence among the Japanese. 
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Authorities poe into action 
Current account balance is nothing but 
excess savings over investments. Since 
Japanese are known for their savings, 
for years the economy recorded a sur- 
plus. However, saving rate of house- 
holds fell from 18% of income in 1980 
to an estimated 1% in 2008. Similarly, 
investment has fallen from 32% to 
23% of GDP since 1990. Since the fall 
in investment was more than the fall 
in savings, Japan still recorded a cur- 
rent account surplus. Analysts view 


Though Japan has weathered a few crises in the 
past, the present crisis threatens to wipe out its 


economic triumphs. 


that fall in both savings and invest- 
ment is a good sign for Japanese 
economy because that would spur do- 
mestic demand within the country and 
ultimately reduce its over-reliance on 
overseas markets. But economists la- 
ment that fall in both savings and in- 
vestment could not significantly in- 
crease the domestic demand. In fact, it 
is also waning. Fall in imports by 43% 
on y-o-y basis in February 2009 also 
“supports this argument. 

Analysts view that fall in surplus 
due to increased domestic spending 
rather than fall in exports would have 
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been good to Japan’s economy. OECD 
predicts that the Japanese public-sec- 
tor debt will approach 200% of GDP in 
2010, and therefore the scope for fur- 
ther fiscal stimulus will be limited. 
Since Japan cannot rely on exports for 
future growth, it needs to spur domes- 
tic demand. In order to enhance the 
same, Japanese government has an- 
nounced its fiscal stimulus packages. 
Astimulus of 1.4% of GDP is already in 
the pipeline for 2009, and a further 
stimulus of $154.4 bn, nearly 3% of 
GDP, was unveiled in mid-April. If not 
hindered by early elections or any other 
reasons, Japan’s total fiscal stimulus 
in 2009 could be the largest among the 
G7 economies. 

The stimulus packages are aimed 
at infrastructure projects that boost 
productivity and which raise long-run 
growth. Strengthening the safety net 
for the unemployed and thereby easing 
concerns about job security are also 
given due priority. Still analysts think 
that this would not be enough to pre- 
vent a sharp widening of the output 
gap—the difference between actual 
GDP and what the economy could pro- 
duce at full capacity—which had al- 
ready risen to 4% of GDP in the fourth 
quarter of 2008, and it is likely to ap- 


proach 10% by the end of 2009. How- 
ever, analysts view that though the 
earlier stimulus packages have not got 
the desired result so far, the new 
stimulus package could lift Japan’s 
GDP by around 1.5%. 

On the other hand, the Bank of Ja- 
pan is playing its part by reducing the 
interest rates to almost zero and by 
buying commercial paper and up to 
1,000 bn yen worth of shares held by 
banks, injecting 121 bn yen into three 
regional banks and providing up to 
1,000 bn yen in subordinated loans to 
larger Japanese banks. The bank has 





also hinted at increasing its purcha 
of government bonds (JGB), corpor 
debt and banks’ toxic assets to enco 
age lending to the country’s corpor 
sector. According to Japan’s Minis 
of Finance, the government is keer 
boost bond sales by 7 to 18 tn yen d 
ing the financial year 2009-10 to | 
for a third stimulus package that 3 
announced recently. Analysts feel t 
this massive rise in supply of bo: 
would pose a significant impact on 

bond market. And the bond market 
acted with yields of 10-year bonds 

ing 2.5 basis points to 1.475%. 


Lessons from Japan 
Given the current economic scena 
analysts are doubtful whether Jay 
which has been a surplus country 
years, can weather this crisis and § 
back its glory. They view that if Ja 
has to prosper again, global dem: 
especially in US and China, shc 
bounce back. Since that seems a 
mote possibility in the near future. 
pan could thrive only by increasing 
mestic demand. But the current fu 
cial crisis has affected the consu 
confidence very badly and the n 
sures by the BoJ and the governn 
are far from having the desired effi 
Though Japan’s economy stagn 
in the 1990s after its stock market 
property bubbles burst, its current 
nomic performance looks even r 
troublesome because of the globa 
mension of the current crisis. Also 
economic crisis is likely to put a di 
ward pressure on prices and ultim: 
lead to a bout of deflation, which 
further squeeze profits and jobs. 
Though Japan has weathered £ 
crises in the past, the present c 
threatens to wipe out its economii 
umphs. Analysts attribute the cu 
woes of Japan to its failure to sp 
strong domestic recovery. They re 
ate that though exports hel; 
economy to grow immensely, they 
a challenge too. In this particula 
pect, Japan’s experience is certan 
lesson for other economies. # 
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Quantitative Easing 


ONAL FINANCE 


Remedy of Last Resort 





As the leading central banks across the globe cannot bring down the 
interest rates any more, they are charting the unconventional route of 
Creating new money in order to inject liquidity into their economies. 


ARNESON NAA I NAA LD HATTERAS LE HAM et AT AAR tbh btn ROR Ame aria pee A: 


S economist Milton Friedman 
stated that it would be theo- 
retically possible for govern- 
ments to drop large amounts ef cash 
from helicopters for the public to pick up 
and spend. Perhaps, his theory is being 
embraced by the central banks during 
these testing times. The US-originated 
financial crisis is impelling them to 
search for new means of protecting their 
banking systems and economies. 
Having exhausted all the tradi- 
tional methods of spurring economic 
growth through interest rate cats, the 
Bank of England (Bok), the US Federal 
Reserve, Swiss National Bank (SNB) 
and Bank of Japan (Bod) have an- 
nounced new and unconventional 
means of injecting capital into their 
economies through a process known as 
‘Quantitative Easing’. Wikipedia de- 
fines Quantitative easing as a mon- 
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etary policy adopted by central banks to 
increase the money supply by a pre-de- 
termined quantity via open market op- 
erations. The aim is to simply boost the 
supply of money by creating new money, 
which can, in turn, generate demand in 
the economy. 

The dynamics of quantitative eas- 
ing are quite interesting, yet compli- 
cated. This process was first mooted by 
BoJ in 2001 to protect their ailing 
banking system. Success in Japan has 
prompted BoE to adopt the process, 
followed later by Fed and SNB. Bod 
has decided to use the process again 
with the intention of repeating the 
2001 history. The Indian central bank 
is also forced to carry on with the pro- 
cess in a phased manner. Experts 
opine that many more central banks 
may take this route to help revive their 
economies. 


Virtual printing press 

Various central banks have beer 
sorting to unprecedented interest 
cuts to boost liquidity and encou 
credit offtake in their economies. Ir 
process, US, Japan and UK have 
their interest rates to nearly zero ii 
der to boost borrowing and spenc 
However, as the crisis deepened, - 
found themselves losing out on the í 
est ammunition available at their 
posal. They cannot reduce interest r 
to below zero levels because it w 
mean that savers need to pay ban} 
keep their deposits. A very unli 
proposition! Therefore, the cen 
banks have opted for creating < 
money through a process called que 
tative easing. 

BoE, Fed and Bed have unve 
their plans to create new money an 
buy government bonds and other 
sets lying with the banks with 
newly created money. BoE is keer 
pumping £75-£150 bn into 
economy by buying government . 
corporate bonds. Fed has announ 
its intention to purchase an additic 
$750 bn of agency mortgage securit 
increasing its total purchases of tk 
securities to $1.25 tn in this year 
also would purchase up to $300 bi 
longer-term treasury securities c 
the next six months. Similarly, | 
has also planned to buy JPY21.¢ 
Japanese Government Bonds (JG 
and up to JPY1 tn subordinated d 
from the Japanese banks over the n 
one year. It is also keen en buying ci 
mercial papers and corporate bo: 
(maturity less than one year) and Į 
viding access to liquidity on long 
term maturities in the money mar] 
Swiss National Bank, Bank of Can: 
and the Reserve Bank of India (R 
have also started buying governm 


bonds. 
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e Tresa experience i in 5 the e 1990s, w itive mone 
_ policy easing did not succeed in rev Win ñ lending - dedpite 
-the fact that the Bank of ~~ flooded the market with rae 
ity. It did not succeed. | 
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€ n accounts ovaal times. For aad aie on De- 
er 19 , 2001, the BoJ decided to raise the main operating 
t, th 1 outstanding balance of the current accounts at the 
n ‘above 6 tn yen’ to ‘10-15 tn yen range’. In January 
rget range was raised to ‘30-35 tn yen’. The policy 
e for almost: five years, and formally lifted on 





1eretor the he- worsening economic conditions will force 
n be z iks : to resort to more aggressive quantitative easing 
the economy recovers. In other words, after reaching zero 
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easing’ used in the 1990s in 


a What i is your view 2 Da ic ace: 


; a = a “rates i in i these mark 
uidit y in the system. 

1g policy focused on i 

Ar ple liquidity would lik 

encourage banks ene extend ı nore loans to firms. Currently, 

the problem is not aba ut liquidity, but about risk-taking al 

ity, Japanese 2001 type quantitative easing is not enou 

Based on my own research (Takeshi Kobayashi, Ma 

Spiegel, Nobuyoshi Yamori, “Quantitative Easing and Jay 

nese Bank Equity Values”, , , Journal of Japanese and Interr 


tional Economies 20, 2006, 99- 21), the ex dg of t 

























term government bond purcduise len, was accompan anied de 
Recently, the Fed start ed to. purchase Jong-t IONIC 


Based on Japanese experience, I Tau ja 















3 liquidity problem, but o on the c credit it bien. Ak OM yer 
who assume risksisa key issue in this current situ 





nobody except public sectors can assume risks. T} 
agree on the policy that the Fed currently conducts. Jie 
Please explain whether a ‘zero interest rate policy’ is a must i 
ducing quantitative easing? a 
Desmond: In principle, a central bank can reso si the 
thodox route of quantitative easing before red 
term interest rates to zero. ». However, in n prac raire ap 
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t si ) eee au ce ation: So, at pan 
: e edont a  paticy which tar- 
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oh Br ks s held d only g sovern- 


Normally, central banks have an 
option to print money for financing their 
government debts. However, instead of 
printing money directly, they are keen 
cn bringing in the effect of more cash, 
which is as good as printing money. BoE 
cannot print money because the provi- 
sions of the Maastricht Treaty prohibit 
it from printing money for financing gov- 
ernment debts. Similarly, Fed and BoJ 
are reluctant to print money as that 
could increase the inflationary pres- 
sures in the already ailing economies. 
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Hence, these central banks want to 
increase the quantity of money flowing 
into the economy through quantitative 
easing. Under this process, the central 
banks buy government bonds or gilts 
from banks at existing market prices. 
But they do not print money for the pur- 
pose. So one might ask from where they 
would create money for buving all these 
securities. 

This is how a central bank would do 
it: It simply increases the size of banks’ 
accounts at the central bank, which are 





held as their ‘reserves’. As all ba 
need to hold some reserves at the cen 
bank, under quantitative easing, t 
build up ‘excess reserves’. The cen 
bank allows them to swap their sec 
ties for reserves. As the central b: 
buys securities from the banks, the : 
of the banks’ balance sheets shrinks : 
the central bank’s balance sheet 
pands. The process is said to encour 
banks to start lending to end-borrow: 
Effectively, they would be injecting m 
liquidity into the economy. 
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It has to be observed that ‘no real 
; cash’ enters the economy. Still, the ef- 
. fects are supposed to be transmitted to 
‘the real economy. Therefore, many 
economists opine that the process is as 
good as central banks printing curren- 
cies. 


Underlying dynamics 

One can really wonder how the banks 
can lend when its reserves are inflated 
virtually. This is how it works: When 
the central bank buys bonds from 
banks or the government, their debt is 
reduced to that extent and gives a lee- 
way to them to sell further bonds and 
4 garner more funds, which they can lend 
4 to businesses and individuals. As the 
* “central bank buys the bonds, it also 
props up demand for them, leading to 
increase in prices and fall in yields. At 





the same time, it also leads to de- 
crease in the supply of bonds in the 
market. 

Suppose the central bank buys 
$100 bn worth of bonds from ‘X’ bank at 
the existing market price. Since the 
prices are at record lows, the central 
bank gets them at a discount. So it 
transfers an equivalent amount to 
banks’ reserves, which means the 
bank’s cash assets are increased. From 
the bank’s point of view, since it has got 
rid of its debt to the extent of $100 bn, 
it can raise a debt of further $100 bn 
through fresh issue of bonds. That 
means it can use that money for lend- 
ing purposes. There would be new buy- 
ers in the market since the central 
bank has initiated the buying spree. 

The process was a hit in Japan in 
2001. With quantitative easing in 
place, Japan achieved a trade surplus, 
«moderate GDP with low inflation, and a 
| strong yen. In fact, BoJ carried on this 
process until 2006. Currently, Fed has 
gone a step further and announced its 


| Chartered Financial Analyst | 


Unless quantitative easing is followed by quanti- 
tative tightening, results will not be visible. 


intention to even buy the toxic assets 
under this process, so that the banks 
are relieved of them and thus can en- 
courage credit to small businesses and 
individuals. Also, its decision to buy 
treasury debt comes at a time when 
there are fears that the demand for the 
same has dried up. With the announce- 
ment itself, the yields on both the US 
and UK gilts have dropped signifi- 
cantly. Therefore, the economists opine 
that the process is working. 


A ready-made approach? 

Economists are divided over the impact 
of the quantitative easing process on 
economies. Some are of the view that 
the Japanese experience alone is not 
enough to judge its effectiveness. They 
opine that Japan, being a country with 
high level of savings and trade surplus 





during the time of its execution, might 
have managed it successfully. Also, the 
experiment was complemented by 
heavy government spending, so no one 
can tell whether it was the unusual 
monetary policy or the intense fiscal 
policy that helped the Japanese 
economy recover. 

In fact, re-adopting the process by 
Japan again is not viewed favorably by 
many economists. The opinion is di- 
vided among many as to whether the 
process was a failure in Japan during 
the period 2001-2006. Japan’s economy 
recovered only because of recapitaliza- 
tion of the banks, which eventually al- 
lowed the corporate sector to reduce le- 
verage. In this context, Scott 
McGlashan, Fund Manager at JO 
Hambro Capital Management for the 
JOHCM Japan fund, says, “The lesson 
of the Japanese experience is that 
policy makers looking for a quick fix to 
today’s problems by turning on the mon- 
etary printing press might be disap- 
pointed.” 


Such arguments aside, the same 
sults cannot be expected in all - 
economies, especially in countries w 
huge borrowing and spending polic 
Most of them are of the opinion t 
quantitative easing is risky and sho 
be practiced safely. Also, for the proc 
to be carried out successfully, the c 
tral banks and the governments sho 
coordinate their efforts. 

Economists opine that if quanti 
tive easing is executed cautious 
economies can get two potential b 
efits out of it. One, banks get cash 
exchange for the gilts they sell back 
the central bank, and the increase 
the money supply encourages them 
lend. Two, decrease in the supply 
bonds leads to high prices and | 
yields. Since the gilt yields determi 
the long-term interest rates for ov 
drafts, some fixed-rate mortgage pri 
ucts and most business lending, tk 
are set to be low. 

Ben Bernanke, Chairman, Fed, 
of the view that this strategy will wc 
if and only if the central bank pre-co 
mits not to reverse the quantitati 
easing policy for some considerable ] 
riod and until certain conditions ha 
been met. Moreover, economists opi 
that unless quantitative easing is f 
lowed by quantitative tightening, ı 
sults will not be visible. 

However, quantitative easing al 
entails certain risks to the econon 
First and foremost, by pumping t 
much money into the economy, a count 
runs the risk of causing high inflation. 
this happens, central banks may not 
in a position to raise the interest rat 
with immediate effect. This, in turn, m; 
impact the strength of the currencic 
Especially in the current scenario, wi 
almost all the currencies, including t 
dollar, euro and pound, taking a seve 
beating, one more blow to them may n 
be in their own interests. 

Since these are unusual times, vai 
ous governments and their centr; 
banks are also resorting to unusu: 
measures, and quantitative easing 
one such measure. « 
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FCCB Buyback 


Advantage India Inc. 





Amidst rising redemption pressure and ensuing accounting challenges, 
RBI's move to help companies buyback FCCBs comes as a blessing in 
disguise to India Inc. 


mlm Aaaa AATA AAE EALAN ECAR At ttt ORL ETA AARNE IRA A ARTE RTI TCT CAAT AO OCA Sn A to n e 


midst the global financial tur- 

bulence, the Indian corporate 

ector is also haunted by a spec- 
ter called FCCB meltdown. FCCBs 
(Foreign Currency Convertible Bonds) 
are debt instruments issued in the cur- 
rency different from the issuer's do- 
mestic currency. These instruments 
come with an embedded call option 
and with an option to be converted into 
equity at a predetermined price 
(known as cosversion price) at a future 
date. During their heydays, Indian 
corporates raised huge money through 
these bonds. 

As per the RBI data, nearly 156 In- 
dian companies raised $20 bn during 
the last four years through the FCC 
route, raising India’s overall foreign 
debt by 65% since 2008. Out of this, 
about $13.5 bn is still outstanding, 
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while the remaining got converted into 
equity. With the global financial crisis 
hitting the Indian stock markets and 
the companies’ forex earnings hard, 
many companies that raised funds 
through the FCCB route, suddenly find 
themselves in an uncomfortable posi- 
tion, The bonds are currently trading 
at a discount of 50-65% and have very 
meager chances of getting converted 
into equity. So, to ease the pressure on 
India Inc., the RBI has permitted the 
Indian companies to buyback FCCBs 
prematurely by allewing them to raise 
ECBs under the automatic ECB route 
or though their internal accruals. Ana- 
lysts opine that this is the first time 
ever that the government is planning 
for a corporate buyback process. They 
say that the government is keen to pla- 
cate the Indian corporate sector that is 


reeling under the global financial mel 
down. 


Catch-22 situation 


Analysts opine that equity market d 
velopments in 2008 have unraveled tl 
dark side of FCCBs, and they are pro 
ing to be a double-edged sword for t] 
issuers. FCCBs were particularly a 
tractive because, though they we 
bonds by nature, they carried an equi 
conversion option. Most of the FCC] 
were zero coupon bonds and so comp 


nies did not have to pay interest on t. 


borrowed amount. Since the mark 
was also booming, most of the comp 
nies expected that the investors wou 
convert their bonds into equity and th 
relieve them from the pressure of 1 
deeming their bonds. Also, ma 
corporates fixed the conversion prices 
a higher level in relation to the preva 
ing stock prices. Therefore, FCCBs wi 
zero coupon rates and high conversi 
prices were considered a boon by the | 
dian corporate sector. Even for inv: 
tors, it was a valuable proposition 

they got guaranteed returns irresp: 
tive of whether they opted for reden 
tion or conversion of shares. As ¢ 
pected, many investors made sug 
profits as the market prices of ma 
companies’ shares went above the © 
version prices. 

The story does not end there. 7 
Indian corporate sector assumed tl 
the Indian equity market would cı 
tinue to surge and there would not 
any calls for redemption. However, w 
the US financial crisis squeezing Ind 
equities, the FCCBs, which were c 
sidered a boon to the India Inc., h: 
turned out to be a millstone around 
neck. Since the current market price 
many companies’ shares fell much 
low the conversion prices, investors 
not very keen on converting their bo: 
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m Ranjit Kapadia” m Nimish Shah’ 


“The raising of funds through automatic ECB routes can help only those com 
nies which are financially sound and have good credit rating.” 


Foreign Currency Convertible Bonds (FCEBs), which were considered a 
beon for Indian corporates a few years ago, are now looked on as a 
burden by the same corporates. What is your view? 
Prashant: As the dynamics of Indian economy changed, 
against the backdrop of higher GDP growth, booming equity 
market, easing regulation, increasing risk appetite and stable 
currency, since 2004 Indian Inc. has raised ~US$19 bn in 
terms of FCCBs. Due to prospering equity market, some of the 
bonds (for example, Bharti Shipyard, Bharti Tele) were easily 
converted into equity, giving attractive returns to the inves- 
tors and lesser debt obligation to the companies. FCCBs 
proved to be one of the effective ways to fund the capex. 

However, as the global economies are undergoing unprec- 
edented financial market turmoil, with recessionary trends in 
developed economies, Indian economy is showing weaknesses 
too. The latest financial results (3QFY09) for India Inc. 
showed overall sales growth below 10%, decline in bottom line 
up to 40% and resultant squeeze in margins. In addition, con- 
sidering the ongoing and future capex plans, cash flows are 
under pressure. The outlook for the equity market is dismal. 
Furthermore, since the beginning ef FY09, the rupee has de- 
preciated by ~22% against the US dollar. FCCBs worth 
~US$1.2 bn are maturing before end 2010, and a majority 
during 2011-12. It is natural that these FCCB are now looked 
on as a burden by some companies. 

Apart from the major worry about repayment of this debt, 
recent incidences of failure in corporate governance have also 
raised questions about the future ability of the companies to 
raise funds overseas and/or restructure existing debt. These 
debt obligations would affect not only the current but also the 
future performance of the companies. 

Ranjit: FCCBs, which were considered a boon for Indian 

corporates a few years ago, are now looked on as a burden due 

to: 

e Wild fluctuations in global currencies over the last two 
years; 

e Meltdown of global capital markets with downward revi- 
sion of EPS and P/E projections of a majority of corporates; 

e FCCB which was a semi-equity instrument is now consid- 
ered a debt; 

e There is a strong redemption pressure for the corporates 
from the FCCB holders; 

e Inadequate forex inflows to the companies and hence they 
are unable to repay or buyback; 

e Reporting of Mark-to-Market (MTM) losses due to forex 
fluctuations, thereby distorting the quarterly and annual 
results. 

Nimish: I do not subscribe to the view that these bonds are a 

burden. If there is a huge variance between current price and 

conversion price, and if the conversion price had been realistic, 
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keeping all kinds of markets in mind, quite a few bonds v 
have been converted to equity. 

Do you think that buyback of FCCBs would be enough for the India 

do away with their current problems? 

Prashant; Due to continuous meltdown in equity m: 
since early 2008, barring a handful of exceptions, most « 
bonds are out of money...on an average discount of 30- 
Since the liberalization of the FCCB repayment by the R 
December 2008, so far (end March 2009) ~US$525 
FCCBs have been repurchased. Thus, an excess of US$1 
FCCB is still outstanding. Buying back your own debt c 
is good financial housekeeping if you have the cash. The ¢ 
ing financial crisis has prompted the companies to take 
cautious steps before buying those FCCBs. Besides, the 1 
guidelines in terms of discount and method of financing 
buybacks have restricted buyback opportunity. 

At KNG Securities, we see a pattern where the comp: 
have got funds; the FCCBs are not trading at a discow 
required to comply with RBI’s buyback rules. But in : 
cases, the companies are just holding on to cash and/or u 
ing it for ongoing capex. Furthermore, with a sharp depr 
tion of rupee against US dollar in recent weeks, compe 
have either postponed and/or realigning their FCCB buy’ 
plans. In cases where debt is raised in euro and Japanese 
those currencies have moved in opposite direction against 
lar since the issuance of debt. This has further increasec 
cost of buyback. 

While top-tier companies may get funds for refinam 
adverse economic conditions are likely to limit the prospe 
mid-cap companies to tap overseas/internal funds to fulfil 
debt obligations. 

Ranjit: In case if the part of the FCCB is bought back, 
problem can get resolved to an extent. The buyback of F( 
will reduce MTM losses on a quarterly basis. However, 
company should have adequate cash flows to honor the « 
mitments. As per the current rules, there are two major v 
of buying back FCCB: by raising ECB or through interna 
cruals. However, only a few companies have enough inte 
accruals for the buyback. Even, ECB is scarce in the cur 
meltdown scenario. 

Nimish: To the extent of FCCB-related problems, buybac 
a discount is certainly good. 

Do you think RBI’s permission to Indian corporates to raise fi 
through automatic ECB route would pay off? 

Prashant: Raising funds in overseas market is a functio 
both the quality and quantity (balance sheet) of the iss 
India Inc. is at a disadvantageous situation in both matt 
Though internationally interest rates are moving sor 
wards, the availability of funds is a bigger issue. Furt] 
more, recent incidences of failure in corporate governance 
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India and the collapse of hitherto big institutions elsewhere in 
the world have raised questions of credibility with regard to 
Indian names. 

Furthermore, overall the ECB/FCCB market has wit- 
nessed a substantial slowdown due to weak global and do- 
mestic markets. According to RBI database, during 2007, In- 
dia Inc. raised US$25.8 bn in ECB and a record US$7.5 bn in 
FCCB. However, during 2008 the pace for ECB and FCCB 
slowed substantially to US$21.5 bn and US$1.5 bn respec- 
tively. Very few companies have managed to raise money via 
ECB for buyback; while a large number of companies are 
struggling to get funds. 

Ranjit: The raising of funds through automatic ECB routes 
can help only those companies which are financially sound 
and have good credit rating. 

Nimish: Yes. It certainly will pay off because in spite of the 
circumstances mentioned above, good and creditworthy 
corporates are getting loans; the only two challenges being 
pricing and other covenants. 

What other problems may emerge in the future if the corporates issue 
ECBs? 

Prashant: Despite availability of funds, the companies may 
not buyback the entire debt because of RBI’s limits to 
buybacks, i.e., the total amount of buyback shall not exceed 
US$50 mn of the redemption value, regardless of the com- 
pany. Our interaction with the corporates have indicated that 
this not only limits the ability of companies to grab the oppor- 
tunity to buyback the debt at discounts but also results in 
erosion in shareholder value. Besides, ECB is also a debt obli- 
gation which the company will have to fulfil at a later date. 
Ranjit: The issue of ECB can partly resolve the problem for 
the corporates, as the company should have capacity to repay 
ECB in dollars. The other problems like currency fluctuations 
and reporting of MTM losses on a quarterly/yearly basis still 
persists. 

Nimish: The biggest problem for the corporates is they have 
to protect themselves against currency risks. 

if funds from the internal accruals are to be used for buying back the 
FCCBs, what do you think are the implications for the Indian corporates? 
Prashant: The company needs RBI approval to use the inter- 
nal accruals for FCCB buyback. Not many companies are 
comfortable using internal accruals as (i) they don’t have 
enough; (ii) cash is king and they are careful in times when 
sales are falling and margins are shrinking. Besides, the RBI 
seems to encourage the use of overseas funds rather than out- 
flow of domestic funds. In addition, due to sharp depreciation 
of rupee against the US dollar, using rupee resources have 
become more expensive. We see that some companies are do- 
ing a ‘mix-match’ of internal accruals and outside funding. In 
the case of some other companies, the revenue is linked to 
dollar. That has given some respite to these companies in 
terms of using accruals from overseas operations. 


œ? Ranjit: If the internal accrual funds are diverted for buying 


back FCCB, there will be less disposable funds for capex and 
dividend distribution. 
Nimish: Indian corporates will buy FCCBs only if they are 
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available at a good discount. If the company buys FCC 
through internal accruals, it will ensure proper utilization 
cash flows and send out positive signals. 

lf allowed to borrow domestically for buying back FCCBs, do you tt 
Indian companies can take advantage of the falling interest rates in 
country? What other means of raising funds for the buyback could t 
India Inc.? 

Prashant: FCCB provides a unique opportunity for overs 
investors to participate in Indian debt-equity market. If 
investors are comfortable with the company’s performa) 
they get an option to participate in equity after the maturit; 
bonds. Furthermore, the amount raised in foreign curre) 
(mainly US dollar, euro and yen) should be best utilized 
overseas expenditure like buying machinery, overseas exp 
sion, etc. The outflow of domestic money would have a seri 
effect on forex market management. Though interest rates 
falling domestically, rupee has depreciated substantie 
against US dollar. Considering various risks involved in fu 
ing foreign debt obligation, the interest cost is likely to rem 
elevated. In addition, especially after the credit risk in b 
domestic and international market, Indian banks have tig 
ened their credit controls. 

We have sometimes helped bondholders and compan) 
come together to restructure the existing debt. In certain ca: 
the company could also explore the option whereby exist 
investors would get involved in the management and resti 
ture the debt. A possibility of M&A can also be explore 
create a ‘win-win’ situation for both investors and compan 
Ranjit: The domestic borrowing to buyback FCCB can « 
help to an extent as there are no other means of finance av 
able for buyback of FCCB. The FCCB instrument is con 
ered an unsecured borrowing, whereas ECB is a secured | 
rowing. Hence, in case of ECB, the companies should have 
ficient free assets to create a charge against borrowing. 
Nimish: Yes, these borrowings certainly could help compa 
because of the falling interest rate structure in India. 

Can you throw light on the accounting loopholes found by the In 
corporates while issuing FCCBs? What kind of accounting challe! 
are to be faced by them after buying back the FCCBs? 

Prashant: Most of the debt is denominated in US dollar 
Japanese yen. Indian companies pay withholding tax on 
absolute amount of interest remitted abroad. Low cou 
rates for JPY loan encouraged companies to maximize « 
borrowings—the low interest payment imply low withhok 
tax payments and reduce overall borrowing costs. 

Now, huge rupee depreciation, and sharp reduction in 
uity prices have created large losses in India Inc.’s FCCB: 
indicated by the results of the last couple of quarters. I 
IFRS and US GAAP require that redemption premiums 
these FCCBs are interest expense and should appear in P 
However, Indian accounting rules do not specify a treatm 
In certain cases, companies have not even accounted for į 
Furthermore, treatment of translation loss/gain depe 
whether it relates to ‘integral’ or ‘non-integral’ of foreign op 
tions. For example, translation losses on non-integral suk 
iaries do not go through P&L. Furthermore, the postponen 
of implementation of AS11 may prove beneficial to some ¢ 
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panies. In our experience, a majority of the companies have 
booked maturity on the FCCBs at par in their accounts. To 
claim the discount versus the accrued level, they would have 


to redo the books of accounts. 


Ranjit: There are no accounting loopholes while issuing the 


buyback of FCCB is adjusted against ECB borrowing or 3 
serves and are knocked out from the books. 
Nimish: Challenges for the Indian company are mainly | 


lated to provisions for mark to market. There are no oth 


FCCBs. However, some companies were not providing for 
MTM losses on a quarterly basis. There are no accounting 
challenges. A majority of the FCCBs are available at good 


discount to the issue price and hence it gives a good opportu- 


nity for the companies to restructure their financials. The 


into equity. Instead they are expected to 
redeem their bonds at the specified 
yield to maturity. From the companies’ 
point of view, this is the major twist. As 
most of the FCCBs are ready to mature 
within the next one year and credit con- 
ditions in the country wearing a grim 
look, companies are worried about 
meeting the redemption calls. 
Moreover, as the redemptions are to 
be made in foreign currencies, deprecia- 
tion of rupee against major currencies 1s 
also a cause for comcern. Analysts sug- 
gest that companies can reset the con- 
version prices at a lower level to do 
away with the redemptions. But for do- 
ing this, the companies should have suf- 
ficient reset clauses attached to the con- 
vertible bonds. Tata Motors was plan- 
ning to do this in tune with the changing 
market conditions. However, if the com- 
panies resort to this, there may be an 
easing out of the debt burden, but the 
threat of equity dilution increases. 
Therefore, companies are not very keen 
on resetting the conversion prices. Ei- 
ther of the two options—redemption or 





resetting the conversion price—may lib- 
erate the companies, but each has its 
own set of problems. 


Reporting slips 

Analysts opine that the Indian 
corporates have taken advantage of cer- 
tain accounting loopholes while report- 
ing the FCCB transactions. Since 
FCCBs are mostly zero-coupon bonds, 
they carry a redemption premium to be 
paid along with the principal amount. 
Since Indian accounting standards do 
not specify about the treatment of this 
expenditure, different companies 
adopted different approaches to report 
FCCB transactions. Ideally, the FCCBs 
should be represented as unsecured 
loans in the balance sheet and the re- 
demption premium should be charged to 
the P&L account. But most companies 
argue that an FCCB is not a debt instru- 
ment—since they are expected to be con- 
verted into equity—and therefore does 
not merit accounting for the redemption 
premium. The effect is that the debt is 
understated and profits are overstated. 


Outstanding FCCBs: Scary Picture 
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specific challenges post-buyback. 


*KNG Securities LLP, London, I 
**Head — Research, Prabhudas Lilladhar, Mum] 


t Managing Director, Fortune Financial Services (India) Limited, Mum! 


Jindal Stainless is only one co: 
pany which has charged redempti 
premium to P&L account. Compan: 
like Lupin, Aban Offshore and Pt 
Lloyd have recognized these bonds 
contingent liabilities in their notes 
accounts as they assumed that the 
bonds would anyway be converted i1 
equity shares and so they need not 
accounted for in the P&L account. A f 
other companies like ACC and T: 
Motors have written off redempt: 
premium in the year of the issue, € 
companies like Reliance Communi 
tions and HDFC have amortized 
charged the same to the P&L accot 
over the maturity period of the bo 
Some other companies like Subex 
sued FCCBs carrying a coupon of 2% 
annum and YTM of 8%. So they h 
charged the interest to P&L acco 
and the redemption premium to 
share premium account. 

According to Accounting Stand 
11, companies are also required 
charge the notional loss (or mark 
market loss) in the principal amo 
and the yield to maturity of the FC( 
due to the depreciation of rupee to 
P&L account. This means that they 
have more repayment burden in ru 
terms, and so their profits may inv 
ably be hurt. Given the extraordir 
conditions, the industry demands 1 
the mark-to-market rule has to be | 
pended for some time so that the 
tom lines of the companies are unh 
The Government of India heeded 
corporate sector’s demand and : 
pended the key accounting norm for 
period December 7, 2006 to March 
2011. The companies are allowed t 
state their accounts from the said c 
They can show the forex loss in the 
ance sheet as part of cost of asset 
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Windfall Gains 
st of the companies buying back 
FCCB’s in March 2009 quarter ($ mn) 









60.9 





49.7 





47.8 





Vardhman Textiles 


Figures represent face value of FCCBs bought back. 
*FCCBs bought back includes $33 mn and Euro 12.2 mn. 


quired from the proceeds of FCCB is- 
sue, which can be later written off in the 
P&L account. 


A blessing in disguise 
In this backdrop, the only option avail- 
able to the companies is to buyback 


the FCCBs, which are trading at a 
pretty high discount. The buyback 
would relieve them from the redemption 
pressure and also the accounting intrica- 
cies. But from where do they arrange 
funds for the buyback? Realizing the 
gravity of the problem, the RBI has re- 
laxed the norms for the companies to 
buyback FCCBs from the market. The 
central bank has allowed Indian compa- 
nies to buyback FCCBs prematurely by 
raising ECBs under the automatic route 
at a minimum discount of 15% to that of 
the book value. It also permitted the 
companies to buyback foreign bonds up 
to a maximum of $50 mn by using inter- 
nal accruals if the minimum discount is 
25% of the book value. Book value is the 
face value of FCCB plus the interest ac- 
crued on the bond till the date of 
buyback. 

This move by the RBI has come as 
a blessing in disguise at a time when 
the Indian corporate sector remains 
befuddled by the current market tur- 
moil. According to data from ETG Da- 
tabase, companies bought back $33 
mn and €12 mn worth of FCCBs. This 
has in fact provided windfall gains to 
the companies at the right moment. 
Initially, the process was to end by 
March 31, 2009. However, many com- 


FCCB Buyba 


panies, including Aurobindo Pharr 
Bharat Forge and JSW Steel have n 
been able to buyback outstandii 
FCCBs, despite making announc 
ments in the beginning of this ye: 
Since the RBI opened the window { 
buyback, only eight companies ha 
exercised the option, buying abo 
$200 mn worth of FCCBs. Most of tl 
companies’ buybacks fell short of t] 
$50 mn ceiling set by the RBI. An 
lysts say that the FCCB market is n 
very liquid and the foreign sellers m: 
not be willing to sell at such lo 
prices. Only one company, i.e., Noid 
based Jubilant Organosys, h: 
bought back FCCBs worth $59.4 m 
and was thus successful in utilizir 
the $50 mn ceiling stipulated by tl 
RBI. Therefore, RBI is mulling over e 
tending the deadline. 

Analysts view that though there ai 
certain issues related to raising mone 
through ECBs and using the intern. 
accruals, the move by RBI is definite 
in the right direction, and it would he 
Indian corporates maintain their bo 
tom lines, especially during thes 
troubled times. = 


—T Jyots' 
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India is all set to witness an explosive growth in the Mobile Value-Added 


Services (MVAS) arena. 


obile Value-Added Services 

(MVAS), with its high 

growth potential in India, is 
expected to rake in Rs 18,000 cr by the 
end of 2012. The huge market poten- 
tial of MVAS has attracted the atten- 
tion of one and all from the telecommu- 
nications industry. Bharat Sanchar 
Nigam Limited (BSNL), which has 
soft launched 3G services last year, 
has moved into MVAS in a big way, to 
get the first mover advantage—with a 
large subscriber base and low opera- 
tional costs. Other telecom bigwigs too 
are not far behind. Bharti Airtel, 
India’s largest telecom provider with 
26.5% market share, has extended its 
contract with Ericsson for three more 
years to upgrade and develop GSM/ 
GPRS networks. Idea, a key player in 
GSM mobile services in India, has 
bagged a loan of $100 mn from IFC (a 
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member of World Bank group) to ex- 
pand mobile telephone services across 
the nation. Reliance has offered 
MVAS under its new ‘state-of-the-art 
services’ plan, and other small opera- 
tors too are busy in drawing effective 
plans to launch MVAS. 

MVAS is projected to have a Com- 
pounded Annual Growth Rate (CAGR) 
of 20% between 2007 and 2012 and 
contribute 10 to 14% to the mobile op- 
erators’ total revenue and is expected 
to reach 30% by 2014. The high growth 
rate for MVAS is expected to explode 
with 3G deployment in 2009. Low data 
service tariff, availability of low-cost 
mobile handsets consisting latest hi- 
tech features and reasonable rates of 
VAS services are the major factors 
which will fuel the growth of MVAS in 
the country. Through MVAS, mobile 
operators can offer numerous ser- 


vices—along with the traditional ; 
dard voice calls and fax service— 
premium price, thereby increa 
their bottom line. MVAS include £ 
Message Service (SMS), Multim 
Messaging Service (MMS) and v 
less data service (GPRS, WLAN) 
bile gaming; WDA and PTT (vı 
based services) also come ur 
MVAS. 


Huge potential 

For tapping MVAS, which derive 
third of its revenue from ringtones 
caller ring back tones, the opere 
need to improve content developr 
community. The demand for mc 
TV, music on demand and gar 
along with mobile banking app. 
tion, can be boosted by keeping | 
tariffs low and educating subscri 
about the new options avail: 
through simple and easy to un 
stand instruction menu. The succe 
MVAS also depends on customiza 
of their application on a case-to- 
basis, meeting the demands of : 
scribers pertaining to a particular 
ography. According to Manoj Daw 
Chief Executive Officer of Pe: 
Infocomm, “The content prepare: 
the mobile application provider n 
to be locally relevant, while the IT t 
ness works mostly around speci: 
tions of a particular project. IT does 
necessarily focus on the end recip 
of content, unlike mobile VAS prec 
ers.” 

Moreover, mobile makers, in a 
to capture the vast Indian market, 
making mobiles which cost less but 
technologically-advanced and u 
friendly. For example, Motorola 
launched its MotoFone F2 mo 
handsets for a price of Rs 1,655 ($ 
MotoF one, targeted at the tier-2 
rural mobile market with its ‘e-ink 


| Chartarod Financial Anz: 


Mobile V; 





j INTE RV | FW = Raghunath Vijayaraghavan’ = Nitish Mittersain” 


“Multi-services offering will rule the VAS market, as consumers seek more from th 
communication device, apart from just mobility and the desire to stay connected.” 


While India is bouncing with mobile subscribers growth rate, its VAS 
revenues are restricted to ringtones and short messaging services. 
How will this affect the growth story of VAS providers? 

Raghunath: The growth of MVAS over the years has been 
positive. The Indian mobile telephony market has been ac- 
claimed for its increasing affordability of mobile services, 
along with increasing user comfort with basic mobility ser- 
vices. With the growing competition and tightness in the mo- 
bile environment, the operator will have to look at MVAS to 
differentiate themselves from competitors and hence will be- 
come more dependent on content providers and aggregators 
for quality content. In order to tap the explosive growth in the 
subscriber base, telecom operators are looking at different 
ways to expand beyond SMS and voice-based services. With 
the entry of 3G services and technology convergence, the con- 
cept of VAS has diversified into audio, video, text, images 
and multimedia applications. Multi-services offering will 
rule the VAS market, as consumers seek more from the com- 
munication device, apart from just mobility and the desire to 
stay connected. Mobile value-added services hold a tremen- 
dous revenue-generating potential in India, which could rake 
in around Rs 18,000 cr by 2012. These services include video 
telephony, broadband and mobile television, among others. 
In India, VAS is picking up and it has the potential to gener- 
ate huge revenues. It is estimated that the contribution to 
total revenues from telecom operations will be about Rs 
6,000 cr by the end of this year (FY 09) and may go up to 
Rs 18,000 cr by 2012. 

Nitish: P2P SMS contributes Rs 2,140 cr to the MVAS mar- 
ket and Rs 2,312 cr come from CRBT/RT. In terms of market 
share, 92% of the subscriber base in India is on prepaid con- 
nection, with the remaining 8% on post-paid subscriptions. 
From launching low-cost handsets to bringing down the tar- 
iffs and organizing street plays to advertise, the real battle 
among telecom competitors is now being fought in the rural 
hinterland. 

Today, the consumers are not fully aware of the services 
offered in the MVAS market. The promotional SMS sent on 
the mobile phones are the primary source of making end- 
consumers aware of value-added services. 

What do you think will be the success rate of building relationship 
between businesses and mobile consumers, exploring VAS as the 
medium? 
Raghunath: Consumers are expecting more from the com- 
unication device beyond the voice-based services. So, in or- 
der to retain the customers, operators have to offer more ser- 
vices. Customers continuously want more from their phone. 
They use their cellular phones to play games, read news 
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headlines, surf the Internet, keep a tab on astrology, a 
listen to music, or check their bank balance. Thus, there « 
ists a vast world beyond voice that needs to be explored a 
tapped, and the entire cellular industry is heading towar 
it to provide innovative options to their customers. Spoilt 
choice, the mobile phone subscribers are beginning to choc 
their operators on the basis of the value-added services tk 
offer. The increased importance of VAS has also made c 
tent developers burn the midnight oil to come up with bet 
and newer concepts and services. Thus, VAS has become 
indispensable tool for marketers and businesses to rea 
out to customers and sustain in the market. 
Nitish: The Current Mobile VAS industry is estimated 
Rs 5,780 cr by end June 2008 and is estimated to gr 
steadily at 70% over the next two years to touch Rs 9,760 
by end June 2009 and Rs 16,520 cr by end June 2010. 
Can VAS providers really adhere to the much-hyped personaliz 
spam-free and permission-based mobile marketing in India? 
Raghunath: Mobile marketers are becoming more ser 
tive to the fact that unsolicited mobile advertisements ar 
nuisance to mobile users. With the realization that the 1 
bile is a very personal device, they are now becoming m 
selective in enhancing the efficiency of mobile advertisin; 
they are ensuring that the information is pushed to people 
the right time, with their permission, and after persona 
ing. Mobile marketing is not telemarketing—the kind 
calls that disturb people. Rather, it is the process of send 
spam-free, personalized, permission-based marketing m 
sages to receptive consumers through their mobile phor 
Enterprise service providers are increasingly using VAS £ 
marketing and customer development tool. It is being 
creasingly used to connect with users through the mobi 
platform. 
Nitish: Yes it can, operator and content providers are 
ready working towards it. 
What specific challenges do you foresee for Indian VAS provid 
especially when the economy is struck by the credit crunch? 
Raghunath: The Indian telephony market has grown <£ 
rapid pace. Indian telecom companies added a record 151 
lion customers in January, indicating that the world’s fi 
est growing telecom market remains untouched by the « 
nomic slowdown. The industry maintained the growth | 
mentum, with operators expanding networks to sma 
towns and villages. Besides, cheap call rates, which 
among the lowest in the world, have also helped the rec 
growth. 

The advent of 3G could have witnessed a huge deman 
mobile subscription for smart phones and more MVAS. ' 
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Indian mobile market could have shifted much faster to 
more utility-based services like mobile transaction (m-com- 
merce) had the economic situation been more stable and 
also had security concerns been addressed. The challenges 
for VAS providers, at present, is to offer more innovative, 
cost-effective services and solutions. The key addressable 
barriers would be to ensure greater rationality in revenue 
sharing between telcos and content developers, ensure copy- 
right protection, and develop higher quality content. The chal- 
lenges before VAS providers are to generate relevant content 
catering to the regional and rural masses 


flavor to the VAS offerings. The opportunity for MVAS in 
India is huge, as the mobile customer base has grown mani- 
fold and is continuing to grow, with 9-10 million subscribers 
being added every month. 







We have seen the wireless industry split inte two 
different areas—one with standard phones 
which have always had the most customers, 
and the other with smartphones which are 
starting their growth Curve. The weak economy 
‘has slowed the growth of smartphones, but 
they are still selling much faster than ordinary 


ones. 

| think this VAS opportunity will continue to 
grow faster than the standard cellphone market- 
place, but not as fast as during the last year or 
two, until the economy recovers. 

The wireless industry is finding new areas to 
grow. Selling cellphones to new customers may 
be slowing, but there is still so much the wireless 
industry can do—Oone, to offer more services to 
the existing customer base on their own; two, to 
work with other businesses SO that they can 
reach the customers in new Ways, three, less 
visible to the marketplace, but just as important, 
where cellohone networks can work with other 
companies like power OF water providers to pro- 
vide wireless metering services. The wireless in- 
dustry is just at the beginning of many wide 
opportunities. 


play’, has been designed to display big- 
letters, which can be viewed in broad 
day light, with three Indian languages 
for voice prompts, two antennae and 
prolonged battery life. 


Key challenges 

Though the MVAS market has huge 
potential in India, it is facing several 
hurdles. The main barrier is dispute 
over revenue sharing between mobile 
operators and service providers, with 


tent-rich services. 
Any other comment? 


by adding a local 


The secret is in building relationships be- 
tween carriers, companies and customers. 

We are only in the early stages of mobile 
marketing. Some areas will work well, while 
other areas will pinch the consumer and they 
will not like it. We have to learn what works and 
what does not over the next several years. There 
are many new marketing opportunities, and we 
have to make sure we stay on the right side of 
the customer. As marketers we do not want to 
upset the customer. it takes a thousand good 
things to make up for one bad thing in the mar- 
keting world. 

| think the economic opportunity is huge 
going forward for wireless carriers, handset 
makers and companies who want to use wire- 
less to reach customers in new ways, and for 
customers themselves. Under normal circum- 
stances, this would be a fast growing industry. 
The economy has slowed this, but that slow- 
down will not last. As the economy recovers 
this growth curve will once again speed up. 


— Jeff Kagan W 
Wireless and Telecom Analyst 


operators having the lion’s share of 60 
to 80% of the MVAS end-user spend- 
ing: MVAS providers are reluctant to 
bring in new products. India’s vast 
population having multiple dialects 
also poses big challenge in localization 
of application for the service providers. 

The lack of know-how among the 
Indian mobile subscribers has also 
limited their accessibility to new ap- 
plication downloads and use of high- 
end applications. The concentration of 


Nitish: In the age of 
driver of MVAS would be the consum 
more from their mobile phone. 

While among the youth, entertainment-related servi 
would be popular, the other consumers 
utility-based services 
merce (m-commerce) for mobile trans 


Raghunath: Novelty 
innovation is the key to success, 
companies will have to increase their inv 


modernization, the prominent grow 


of VAS on mobile is short-lived | 
which means techno! 
estments in R& 
*Director, Marketing, Bay Talkitec, Chi 

**CBKO, Nazara Techno! 
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revenue from ringtones and SN 
couraged the service providers 1 
centrate on foreign markets | 
than customize the applicati 
meet the local standards. This 


dent from the fact that average? 
per user 1s approximately 23% i1 
national markets, while it is jus 
India. That is the reason why In 
bile gaming market is valued a 
cr, whereas the global mobile 
market is worth Rs 24,000 cr | 
The subscriber base is als 
stable in international marke 
made VAS operators share r' 
up to 30-50% with the service 
ers. 

However, global operators 
highly localized service appl 
which need to be tested extens 
fore offering the application 
subscribers. This extends thi 
ment time of application 
months, whereas the same ti 
one or two months in India. 
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ers’ desire for getti 


would also look 
like location information, mobile cc 
actions and local c 


Mobile 


EOC 


The surge in demand for sophisti- 
cated mobile services needs well- 
„placed infrastructure, along with data 
protection from service provider. An- 
other issue is that of information pri- 
vacy. Service providers, while main- 
taining subscriber’s privacy, must also 
give MVAS providers and content de- 
velopers intellectual property rights 
and tackle the online connectivity men- 
ace— viruses. 

For addressing the security issues 
and meet the subscriber demands, 
MVAS operators must work on a com- 
mon operating system for providing a 
uniform software platform for MVAS 
in mobile industry. However, the cost 
+ for creating such a uniform software 
platform will be a major hurdle for the 


Perceived vs. Practical 
Value Matrix 
VAS Market 2006 


Practical Value 


Source: IMRB Research 
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Ordinary workers 


Homemakers 







Service Description 


Video clips 






asa 





SMS (voting) 


Get contact details of customers who need to be attended asap. . 


. Provide opportunity to participate actively in television programs . 
to express their views. Example: KBC and Indian Idol. 


Various Services of MVAS 
To cash in on the film crazy subscribers, service providers are 
providing film clips which span 10, 20 or 30 seconds. 


Mobile game download and mobile gaming are a big hit in India. 


Various Uses of MVAS 
MVAS Usage 






















| SMS has reached the common people of India, thanks to entertain 


ment channels like Star Plus, Sahara and Zee TV, which, host 
different programs, wherein subscribers can choose the winner 
by just sending an SMS. 


service providers. According to Jose 
Ignacio Lopez, Director of the Internet 
business department of the 
Complutense University of Madrid, 
“There are more and more mobile 
phones that have an operating system. 
Moreover, these systems —along with 
their development, compatibility, sta- 
bility and security—are becoming 
more important. To a considerable ex- 
tent, subscribers loyalty now depends 
on getting these things right. On the 
other hand, the cost of these terminals 
will have to come down for them to be- 
come ‘open’ technologies.” 

However, a uniform software plat- 
form will be a win-win situation for both 
subscribers and service providers. As it 
will provide the content developers with 
a single operating system to master 
and write new applications, making 
writing and exchanging of applications 
between the service providers simple 
and for subscribers, using the same 
technical know-how to download new 
applications or upgrading the old appli- 


cations in their mobile handsets. 


Buzzing MVAS 

The high growth rate of MVAS, cc 
nected with low-cost advantage a 
sound technical know-how, is duly su 
ported by the deployment of 3G 
India. Now, it is up to the operato 
and service providers to keep their di 
tones ready by customizing MVAS 
per the subscribers’ expectations a 
demands. The new MVAS will be { 
cused around new SMS and MVA 
which can support mobile banking ar 
m-commerce services (shopping, trav 
and movie tickets). Service operato: 
must also open their profit chest ar 
share their profits with service provi 
ers, enhancing the flow of finance fi 
the development of new application 
That is precisely, what the marke 
needs today for the success of MVAS i 
India. = 


— Amit Singh Sisodiya and Sudesh Gone 
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Life Insurance Industry 






SaR 


The current slowdown in the equity markets and the real economy has 


Signs of Slowdown 


taken a toll on the life insurance industry in India. The prospect for the 
industry is bleak in the short run, and hence consolidation seems to be 
inevitable to rev up the business in these times of crisis. 





he opening up of the Indian in- 
surance sector in 2001 has 
paved the way for the emergence 
of many smart private players with tie- 
ups with foreign entities. And since then, 
the industry as a whole has been per- 
forming well. The robust economic 
growth in the country, coupled with high 
savings and investment rates, had been 
supporting the good show of the life in- 
surers. The private players embarked om 
an expansion spree and introduced un- 
conventional products such as Unit- 
Linked Insurance Plans (ULIPs) that 
provide market-linked returns to the 
policyholders. Till early 2008, the private 
life-insurers, buoyed by huge expecta- 
tions, injected funds to expand the distri- 
bution network. 
But in more recent months, the per- 
formances of the life insurers, particu- 
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larly the private life insurers, have 
flagged. Global economic slump and the 
fall in the equity markets have taken a 
toll on the life insurance sales with new 
premium incomes registering a decline. 
There has been a distinct shift from long- 
term financial commitment to single 
premium policies among investors. Fur- 
thermore, the deteriorating economic 
situation has led to a reduced ticket size 
with the growing number of policies. 
Over the last few months, the industry 
has witnessed a surge in demand for 
guaranteed products, and only such in- 
novative products are now attracting in- 
vestors who are wary of locking in their 
money in ULIPs. Again, unfortunately 
for many insurers, the persistency ratio 
(a measure of the percentage of policy- 
holders who continue paying premiums) 
has also declined. Some experts opine 


that this lull in the industry could be 
early indication of a wave of consolic 
tion in the industry, as insurers are ni 
mulling Mergers and Acquisitio 
(M&As) to gain in size and reach. 


A paradigm shift 
The guaranteed return plans were 
vogue even before the life insurance sec 
was opened up to private life-insure 
After entering into the insurance bv 
ness, the private life insurers came 1 
with unit-linked plans which offer capi 
protection (return of premium) guar: 
tees. Most of the private life insurers n 
have capital protection plan in their kii 
However, given the current turmoi 
the market, investors are no longer will 
to risk their money to the uncertaintie 
the market. And understandably, the 
insurers are reverting to selling conv 
tional products which offer assured 
turns. In fact, in these torrid times, th 
guaranteed return plans have turned 
to be a saving grace for the life insur 
Take for example, the Life Insurance ( 
poration of India’s (LIC) Jeevan Aas 
Policy, a single-premium policy with 
sured returns; during the limited offer 
riod of 45 days till January, the sche 
garnered Rs 10,235 cr. And the LIC 
managed to sell 1.8 million Jee 
Aastha policies. The success of Jee 
Aastha policy prompted the LIC, Inc 
largest life insurer, to launch anot 
close-ended guaranteed plan—Jee 
Varsha—in February. Jeevan Var 
policy, a money-back plan that prom 
lump sum at periodic intervals and 
sures a minimum return after nin 
twelve years has mopped up Rs 132 
35 days in first premiums and till 
March 150,000 policies were sold. T 
two conventional plans have helped 
LIC to augment its market share. S 
private life insurers, such as ING V 
Life, Aviva Life Insurance, Aegon Reli 
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City Union Bank offers a fiesta of High-Notes 


services which gives ultimate § Debit Card (VISA) Facility - Cash withdrawal from 
33,000 ATMs all over India without any service charge. 
comfort to the customers. 


À Payment of Utility bills like Telephone, Mobile Phone, 
LIC Premium through Internet Banking. i 


À Book your Railway Tickets, Air Tickets, Cinema Tickets 
through Internet Banking. 


À Know your Account Status through Mobile Banking. 


1 CITY UNION BANK LTD 
SE ET LPS ALT RT a T T SNS a a a RT EE: 
cu 


Registered Office : Kumbakonam 612 001, Tamil Nadu 
too Tel : 0435-2432322 Fax : 0435-2431746 Email : rpm@cityunionbank.com 
c F Prong: Website : http://www.cityunionbank.com SMS : “CUBDEPOSIT’ to 9900654321 
TRUST AND EXCELLENCE 
SINCE 1904 All our Branches are completely Networked 


Any Branch Banking e Internet Banking e ATMs e Electronic Money Transfers e SMS Banking 
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“Adjust the sails to the winds of change is what the insurance companies sho 
do—but they must stay focused on the course of their long voyage, which 
creating enduring value for all stakeholders.” 


After growing at a break-neck speed, the private life insurers in the country in 
recent times are in the red. To what factors do you attribute this lull? 

Essentially, there are four reasons why the life insurance industry 
has shown signs of slowdown. One, the general sentiment of the 
public towards the financial instruments has been weak following 
the global meltdown. India, though an integral part of the global 
financial system due to its own inner strengths, suffered less pro- 
portionately than its counterparts elsewhere in the world. Two, the 
slowdown of the GDP growth rate had its impact on the fundamen- 
tals, as the pereentage of GDP saved and invested in the financial 
instruments down as a direct result of economic slowdown. 
Three, the skew of business towards the unit-linked business for 
mght or wrong reasons shifted the foeus of the investors to the short- 
term volatility ofthe stock market, ignoring that life insurance is a 
long-term business and the current market fluctuations do not 
impact their policy values over long-term if premiums are paid 
regularly in installments. Four, to grow continuously in a system- 
atic manner, insurance companies have to segment the market 
properly and devise strategies for each product-income-geographi- 
cal segment. Rural, health and pension segments grew faster than 
the urban and ULIP markets. Companies which followed an omni- 
bus strategy of just creating an overcapacity, assuming that busi- 


ness would follow, had to digest the hard fact that having a 
distribution network alone does not guarantee growth. 

It is heartening to note that while the total industry mi 
less remained flat, many companies, especially Reliance Lifi 
shown significant growth, almost 2 or 3 times of the private ; 
growth, indicating that the untapped business potential « 
industry is still very large. 

How do you see the performance of the government insurers vis-a-vis | 
life insurers? 

Each company has its own strategy and its own strengths 
weaknesses. LIC has been a large player for many years even 
the entry of private players. However, those of the private s 
which could rival the strength of the brand and the distrib 
networks of LIC, are obviously eating into its market share 
can notice that the market share of LIC is steadily falling, > 
that of the private players is correspondingly increasing, wh 
very much on expected lines. However, the debate betwee! 
government and the private sector is superfluous because ' 
matters is not just the top line, but who is creating lasting vah 
all segments of the stakeholders. It’s time that analysts foc 
not just on top line growth but crucial issues like persistency 
tomer satisfaction, capital efficiency, embedded value, etc. 


Life Insurance, Reliance Life Insurance, 
ICICI Prudential Life Insurance and a few 
others, had also unveiled similar plans of- 
fering assured returns last year to entice 
investors seeking secured investments 
options. Recently, Bajaj Allianz Life In- 
surance and Tata-AIG Life Insurance 
Company launched two guaranteed 
plans—Bajaj Allianz Century Plus II and 
InvestAssure Apex—respectively. 
Guaranteed plans, in these tough 
times, might have caught the fancies of 
the investors, but guarantees involve 
costs. Before purchasing a policy, an in- 
vestor should clearly understand the 
nitty-gritties of the policy. Most of the 
guaranteed return policies have a maxi- 
mum maturity period of 10 years, which 
means that if a policyholder purchases a 
guaranteed plan today for investment 
purposes and net for insurance, he/she 
will have to buy another policy after 10 
years at a much higher premium. Fur- 
thermore, the premium rate of a guaran- 
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teed return plan is also higher than that 
of a non-guaranteed plan—for example, 
in LIC’s Jeevan Varsha policy, a 30-year- 
old person will have to pay an annual pre- 
mium of Rs 78,497 for a sum assured of 
Rs 5 lakh for 12 years. But the premium 
is only Rs 37,850 under the company’s 
non-guaranteed money back plan, 
Jeevan Bharti-I. Similarly, the mini- 
mum premium for Tata AIG Life’s 
InvestAssure Apex plan is 
Rs 90,000, while the minimum premium 
is only Rs 12,000 for its InvestAssure 
Care plan and Rs 20,000 in the 
InvestAssure Insta scheme. In addition 
to high premium, other policy-related 
charges for fund management, policy ad- 
ministration and surrender are also 
higher for guaranteed plans. So a policy- 
holder must understand and analyze 
what is the guarantee he/she is getting 
and at what cost. Moreover, these guar- 
anteed return plans mostly invest in 
debt instruments. Given a 10-year in- 


vestment horizon, investors shoul 
cide whether they want to put their f 
in debt instruments or in equities 
give historically much higher retur 
the long run. 


Tough times ahead 

In its outlook for the life insurance in 
try, the Insurance Regulatory and D 
opment Authority (IRDA), the insur 
watchdog, has expressed that insur 
business in the near future may not | 
robust as it was earlier. The regul 
has advised that the insurance cor 
nies need to infuse additional capit 
maintain the regulatory requirem 
as they are being closely monitore 
their solvency margins. In the pre 
tightening liquidity condition, it is « 
cult to raise funds from the capital 1 
kets, and promoters may find it diff 
even to divest their own investme 
The companies may find it difficu 
sustain high costs (due to aggressive 
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private and government players could do a lot on these issues. 

| How are these life insurers reorienting themselves in these torrid times? What 

the strategies they are adopting to counter the crisis? 
Life insurance business is of long-term nature and companies 
must develop strategies that conform to their nature of business. 
The current market conditions, ‘torrid’ or otherwise, can best be 
described as short-term. The inherent strength of the Indian 
economy will help the markets revive sooner than later. Adjust the 
sails to the winds of change is what the insurance companies 
should do—but they must stay focused on the course of their long 
voyage, which is, creating enduring value for all stakeholders. 
In more specific terms, companies should focus on productivity 

and activity of their sales channels, cut down the flab and get more 

- value out of every rupee spent. Expense management and value 
creation should form the bedrock of life insurance business both in 
short and long-terms. 

| Can you highlight the IRDA norms for the private life insurers vis-a-vis the 

t insurers? Do you think that any change in IRDA norms is required 
in the current situation? 
We must compliment the regulator for creating a level playing field 
for all insurers, be it private or public. The regulations, in essence, 
are the same for all, including LIC. However, looking at the size and 
the historical perspective of the role played by LIC, obviously, cer- 
tain temporary concessions are provided to LIC in respect of share 
capital requirement, financial condition, reporting requirement by 
actuaries, investment norms and opening up of new branches. 
These concessions are mostly tactical and temporary in nature 
and do not change the complexion of the regulatory control exer- 
cised by IRDA over LIC. 


The new legislations awaiting parliamentary approval concern- 
ing the insurance sector would bring greater uniformity among all 
players and eventually the law would be the same to all. 

Most of the private Indian life insurers have some kind of partnerships with big 
foreign players. In the current global downturn, how do you see the future of such 
tie-ups? What kind of role the IRDA can play here? 

To the best of my knowledge, barring AIG, there is no impact of the 
global downturn on the insurance majors elsewhere in the world. 
Even in case of AIG, the problems faced have been confined to the 
credit default swaps, a kind of product which is not prevalent in 
India. I believe almost all of the global partners of Indian insurers 
are in sound financial health and would continue to grow their busi- 
nesses in India. However, it is absolutely essential for the regulators 
to be continuously vigilant and take prompt and effective corrective 
steps the moment they see any warning signals. 

How do you paint the future of private life insurers in India? 

The future of all life insurers, not just that of private life insurers, is 
bright. There is enough scope for all to grow in a disciplined and 
sensible manner. Focus on all relevant parameters of business and 
not suffering from a fixation on top line growth would make the 
industry stronger and healthier. The under-penetrated markets of 
microinsurance, health insurance, pension and annuities have a 
long way before saturation. Life insurance is changing its colors and 
face. It is no longer a mere protection product against death risk, but 
a long-term financial planning tool that can effectively bundle mul- 
tiple benefits into a single product. Expense rationalization, cost- 
efficient distribution, and consistent and disciplined fund manage- 
ment would make this product much more attractive to a larger 
population than it is now. 


*Chief Executive Officer, Reliance Life Insurance Company Limited, 
Navi Mumbai, India 


pansion in the branches and manpower) 
and low premium. “With slowdown in 
the economic growth, the personal dis- 
posable incomes will be lower, thus af- 
fecting savings and investments,” IRDA 
pointed out. Insurers now need to put 
more emphasis on renewal, expense ra- 
tionalization, cost-efficient distribution, 
consistent and disciplined fund and per- 
sistency management, which will in turn 
lead to increase in capital base. Many 
players will need to diversify their focus 
from merely emphasizing on new busi- 
nesses to ramping up infrastructure, col- 
lection capabilities, and customer touch 
points among others to make the re- 
newal process more customer-friendly. 
More concerted efforts should be made to 
enhance efficiency and quality. 


Consolidation lurks 


The current FDI limit in life insurance 
industry is 26%. Now, with capital be- 
coming scarce due to the global economic 
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meltdown, consolidation and raising FDI 
would be of paramount importance to 
fuel the growth of the life insurance busi- 
ness. Margins in India were thinner and 
consumers became increasingly more 
value-conscious and hence companies 
needed scale to remain competitive. In 
this scenario, consolidation makes 
sense. In this regard, IRDA, the market 
regulator, is finalizing the M&A guide- 
lines, aimed at mandating that a com- 
pany acquiring another insurance player 
will have to protect the assets of the ac- 
quired entity to ensure that the interests 
of the policyholders are protected. An 
acquirer is likely to be asked to set aside 
the assets of the acquired company and 
not trade them to avoid any asset-liabil- 
ity mismatch at the time of maturity of a 
policy. In addition, the IRDA is also ex- 
pected to mandate that after the acquisi- 
tion, a separate actuarial assessment of 
both the entities would be carried out 
annually to ensure that the liabilities 


are adequately backed by assets. In fact, 
the regulator intends to bring greater 
transparency and strengthen corporate 
governance into the system. For life in- 
surers, business is tied to solvency and 
the long-term nature of the products sold. 
So, the regulator wants an acquirer to 
carefully assess the liabilities of the 
company to be acquired and then analyze 
them according to the assets backing 
them, because a bulk of the liabilities 
pertains to policyholders. After all, the 
life insurance business is of long-term 
nature and companies must develop 
strategies that conform to their nature of 
business. Navigate their ships to the 
winds of change is what the insurance 
companies should do; but they must stay 
focused on the course of their long voy- 
age—which is, creating enduring value 
for all stakeholders. m 


— Y Bala Bharathi and Sanjoy De 
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Free Phone Manager 


Will Google's New 





Google’s free phone manager service is being touted as potentially 
disruptive for the telecom industry in the US. But Google has struggled to 
find success beyond search, its forte so far, and online ads. 





oogle is set to redefine the way 
mericams communicate over 
phone, thanks to its new ser- 
vice, Google Voiee, an application de- 
signed to manage voice communica- 
tions better, offering a single number to 
route up to six numbers simulta- 
neously, be it lamdline, mobile or office 
numbers via the Internet. The move, 
many suggest, could potentially disrupt 
the global telecom industry. Currently, 
these services can be accessed by the ex- 
isting users of GrandCentral, a com- 
pany Google aequired in 2007, and 
would be open to the US public in a 
couple of months. This application of- 
fers a slew of new features such as 
single voicemail system which it claims 
as easy-to-use for multiple phones and 
which transcribes voicemail messages 
and directs as an SMS to a mobile or 
saved both in text and audio format in 
e-mail. 
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The application presents a host of 
new features such as conference call, 
call recording feature which informs the 
other party that you are recording the 
call (a great use for podcasters as they 
can export voicemail as MP3 file),call 
switch, personalized greetings, and 
sharing voicemails. 


Google’s ‘one-number-for-life’ 
offer 

The new free phone manager software, 
the latest attempt by the search engine 
giant to reach out beyond online search 
and advertising business into voice 
communications business, might work 
well, as according to analysts, voice and 
video communication is going to over- 
take e-mail, the concept which made the 
traditional mails almost obsolete in 
today’s world, and believe it to be the 
next big thing we are yet to discover. 
“They are a wild card in telecoms and 


Bet Pay Off? 


wireless but this is Google and they are 
very smart at what they do”, responded 
John Arnold, Principal, J Arnold & As- 
sociates after the official Google an- 
nouncement. 

Google offers free unlimited domes- 
tic calls to Mobile, Office and Home net- 
works via the Internet, which until now 
was only free for Internet-based IM 
voice calling via Gtalk, literally creating 
a virtual communication network. The 
Google Voice has a similar interface like 
Gmail and Gtalk with built-in features. 
According to some experts, Google will 
not stop right there. They expect Google 
to integrate Google Voice features and 
services in the rest of its products—say, 
Google Voice call buttons appearing in 
various parts of Gmail or other Google 
Application products. 


Beware of rivals 
There are various players in the market 
who have been providing some, if not the 
whole bunch of services as claimed by 
Google Voice. For instance, Skype, an 
e-Bay Company, a market leader with 
over 403 million registered users world- 
wide, offers free domestic and interna- 
tional calls over the Internet for regis- 
tered Skype users; however, charges for 
calls to landline and mobile phones 
which can be recharged via PayPal, ac- 
counting to its major source of revenue. 
Apart from its Internet calling facility, 
it has tied up with many hardware ven- 
dors like SMC, Netgear, Linksys, 
Motorola, Nokia and Panasonic in order 
to expand its reach further and is on 
track to provide more than 100 billion 
calling minutes in 2009 alone and has 
recently launched its voice-to-text con- 
version service in association with 
SpinVox, a global leader, to transcribe» 
messages for its Skype voicemail users. 
Google with its bunch of features is 
not the only player in the market and 
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definitely not the first one, as NetOffice 
Corporation, a US-based company, of- 
fered similar services way back in 1997, 
charging around $19.95 a month, spe- 
cifically designed for businesses. Simi- 


larly, another communication 
aggregator, Skydeck offers similar ser- 
vices from transcribing voicemails to 
managing all the calls via the Internet 
for about $9.95 a month to a Max plan at 
$29.95 per month, clearly priced for busi- 
ness and higher end-users who need 
more than just a tiny gadget to manage 
their daily cell phone correspondence. 
However, telecom vendors do not 
agree that OTT players can completely 
“replace the traditional telecom services 
framework. Ben Lilienthal from Citrix 
Online is not convinced that businesses 
will move to the new service very soon 
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and comments, “For a consumer, it is a 
pretty compelling service, But I think if 
you are a business user, it’s not neces- 
sarily a road you would want to go down. 
There are a bunch of things business us- 
ers worry about that consumers don't. If 
it doesn’t work, can I get a live person on 
the phone? Is it reliable? What kind of 
quality of service can I get?” Similar kind 
of services were launched in the past 
such as onenumberforlife.co.uk, however 
they failed to make a mark as consum- 
ers seldom shift their communication 
network—they wonder whether it is a re- 
liable option compared to the traditional 
one, and if it is, whether it will be suc- 


cessful in catering to the custom needs of 


both businesses and individuals. Ulti- 
mately, privacy is the critical factor that 
discourages most of the consumers from 





going ahead with such services, which is 
a bottleneck for its success. 

The integration of such services is 
only viable in the next generation mo- 
bile phones which are equipped with 
cutting-edge technologies such as Wi-Fi 
network and Bluetooth, powered by mo- 
bile applications such as truphone, en- 
abling its consumers to make free calls 
using Wi-Fi network, to connect to the 
Internet for free, which can also be used 
in next generation music player iPod 
Touch. Other conference services offered 
by iotum’s Calliflower have been added 
to Apple App Store, which enable the 
existing users to access basic features, 
such as free calls to local numbers in 
North America, Australia and Europe, 
apart from other premium services 
such as document sharing which might 
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give Google Voice a tough fight. Simi- 
larly, there have been a slew of new en- 
trants in the OTT segment, which are 
trying to woo ccnsumers. For example. 
Logitech wants to aggressively get into 
the audio/video communication busi- 
ness after it acquired Sightspeec for 
$30 mn. Ross Sandler, an analyst with 
RBC Capital Markets, has another 
view: “Skype is light-years ahead in 
terms of video, simultaneous chat and 
voice, and the installed base is huge,” 
and believes that Google can just be- 
come a formidable player as Skype has 
a stronghold over the Internet tele- 
phony with approximately 380,000 us- 
ars registering or a daily basis. 


A disruptive technology? 

The reason that this service is seen as 
potentially disruptive for telecom in- 
dustry is that it aims to integrate all 
the Internet services with the mobile 
communication network and performs 
via the Internet, which some analysts 
consider the biggest threat that telcos 
have ever faced im the voice market, as 
commen features such as call waiting 
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and voicemail have been the most prof- 
itable elements of voice services; and 
the fact that the OTT (Over-The-Top) 
service providers could walk away with 
the major source of revenue from the 
traditional PSTN service providers 
makes OTT a direct threat to the 
telecom industry. According to the report 
“9009 Industry Outlook: Telecom”, “Cur- 
rently, US telecom has reached the point 
where its signature offering, wireline 
voice, peaked some time ago and is now 
in steady decline from a lack of product 
innovation, high network maintenance 
costs, generational divides and low (and 
ever-decreasing) margins.” 

However, an official at Google 
downplayed the threat it would cause to 
the traditional telecom vendors and 
said, “A PBX system can do a million 
things, but it’s very difficult to use... 
what we want to do is go after users who 
want that type of control.” However, 
Tom Nolle, President, CIMI Corpora- 
tion believes that “Google Voice would 
impact telco equipment vendors in the 
near-term that it does on telcos.” While 
others downplay the imapact as they see 


How Google Voice Compares with Others 
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Google Voice as an OTT player, for 
which the domestic telecom network is 
necessary for all its services to perform, . 
and say that it will go hand in hand, and 
in no way can overtake the traditional 
telecom industry. 


Future calling 

However, there are a few challenges for 
Google ahead, as it is unclear how Google 
Voice will fit into Google’s business 
model, which relies on advertisers to pro- 
vide 97% of the company’s revenue; and if 
it does so in the near future, issues about 
the consumer's privacy wiil crop up along 
with the possibility of a tussle between 
the service providers and Google, claim- 
ing for a share in the profits, like Google's « 
Android, a mobile operating software 
which was at odds with several telecom- 
munications companies over policy is- 
sues and over who will control the quickly 
growing revenue generated by mobile 
Internet services and advertising. 

As the service requires high-end mo- 
bile gadgets to run the application for 
accessing the services, it becomes a bur- 
den for the existing consumers to up- 
grade to a much sophisticated model at 
this juncture due to their reluctance to 
spend that extra amount during thie 
economic downturn, affecting the suc- 
cess of the service in the short-term. 
However, that’s not all, the telecom 
regulators and operators who are al- 
ready at a loss, as the telecom industry 
itself is in the doldrums, might further 
impact its progress, resulting in a stiff 
resistance within the industry. Though 
the telecom industry has been flooded 
with various telecom players offering 
traditional PSTN voice network with 
some add-on services, and as new OTT 
players emerge by offering voice com- 
munication services with the fusion of 
telecom and the Internet via cutting- 
edge technologies, the key to their 
growth remains, from the consumer's 
perspective, as to who provides better 
quality and reliability in terms of ser- 
vice and data security, making it the 
most preferred communication me- 
dium in the years ahead.» i 


— Amit Singh Sisodiya and Ramana Pemmaraju 
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New Pension System 


M FINANCIAL SERVICES 


Securing Sunset Years 


The new pension system promises to change the investment habits of 
ordinary people, while boosting India’s social security system. However, 
it all depends on how successful the marketing efforts will prove to be in 
creating awareness about the scheme. 





| e long overdue pension reform 
k is finally taking shape. From 


June 1, 2009 onwards any pri- 
vate individual will be able to start a 
New Pension System (NPS) account with 
a designated Point of Presence (POP) 
and start saving up for a pension. Central 
Government employees who have joined 
service after January 2004 are also a part 
of the new pension system. Unlike in the 
past, in the new design of the new pension 
system, the POP will be the front end, the 
National Security Depository Limited 
(NSDL) will be record keeper, and six en- 
tities selected by the Pension Fund Regu- 
latory and Development Authority 
(PFRDA) will be the fund managers. Un- 
der the new system, fund managers will 
run different plans that comprise equity, 


-government securities and corporate 


bonds with different combinations of risk 
and potential returns. 

Unlike other leading Asian econo- 
mies such as China and Japan, India 
has a rapidly growing young adult popu- 
lation. It is estimated that by the 
middle of this century, there will be 335 
million Indians over the age of 60, more 
than a fifth of the total population. The 
average life expectancy is estimated to 
be around 80 years by 2020. Thus, the 
average worker will need decent savings 
to sustain for his retired life. But the 
current formal pension scheme for gov- 
ernment employees, at best, covers only 
about 13% of the labor force. The rest of 
(the unorganized have no access to any 
formal pension saving system of old-age 
economic security. To maintain ad- 
equate payments to organized pension- 
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ers, it currently costs roughly 2.5% of 
India’s GDP, despite retired govern- 
ment employees constituting less than 
1% of population. 

Against this backdrop, the an- 
nouncement of a pension system that is 
meant for private individuals is in the 
right direction. The Pension Fund Regu- 
latory Development Authority of India 
has finally unfolded a long-term finan- 
cial planning for the unorganized. NPS is 
likely to change the dynamics of old-age 
pension system and would help in reduc- 
ing India’s implicit pension debt, which 
is figured at over Rs 20 lakh er and could 
be close to $300 bn by 2019. Around 350 
million working population are ex- 
pected to benefit under NPS. PFRDA 
has selected six mutual fund houses, 
viz, IDFC Mutual Fund, Kotak 
Mahindra, SBI, UTI Asset Manage- 
ment, ICICI Prudential Life Insurance 
and Reliance MF to manage the pen- 
sion corpus. The investor can enter the 
product from ‘touch points’, which in- 
clude banks, life insurance companies 
and mutual funds, among the 23 enti- 
ties marked as touch points. 


Inherent constraints 

Currently, pension plans like PPF, GPF 
and EPF enjoy complete tax exemption 
where all three phases of investment, 
accumulation and withdrawal are tax- 
exempt. Unlike these schemes, NPS is 
taxable at the withdrawal stage. There 
are concerns that this may drastically re- 
duce the overall pension from the NPS. 
The PFRDA is demanding tax equity be- 
tween NPS and other pension schemes 


and it is believed that there could be 
some changes in the near future. Also, 
there are fewer incentives for agents to 
market the scheme, unlike in mutual 
fund and insurance distribution, where 
commissions are made on customer ac- 


quisition. However, PFRDA hopes that i 
members will join NPS without any in- © 


volvement of the distributors. 


Worth opting for 

When compared to any other type of in- 
vestment, the biggest benefit of the 
NPS is its extremely low cost of fund 
management. Because it targets both 
organized and unorganized, it is very 
cost-effective. The scheme would charge 
Rs 380 as the annual cost of record-keep- — 
ing, each transaction costs Rs 6, and the 
investment management fee is 0.009% 
per annum. This shows that the charges 
payable by the contributor are competi- 
tive compared to that of most other in- 
vestment options. Moreover, the pension 
derived after retirement is not fixed and 
linked to the market returns unlike regu- 
lar pension where it is easy to estimate 
in advance the pension amount. 

As it is truly long-term with 30-40 
year time horizon, new entrants can 
plan their retirements. It also offers 
flexibility and mobility to its members. 
Investors can switch between invest- 
ment options and fund managers peri- 
odically. As the records are centrally 
maintained by CRA, the process is ex- 
pected to be hassle-free. It is also a por- 
table scheme, which allows members to 
access their accounts from anywhere in 
the country. With several POPs, it is es- 
timated that there will be portfolio dis- 
closures and updated account state- 
ments after every transaction, or at 
least a consolidated one every year. Fi- 
nancial experts say since the investor 
has the choice to select his asset man- 
ager, MFs would do well to raise aware- 
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om) Mukul G Asher’ 


-Why do pension reforms assume importance in India? 
C Muleul: There are several reasons. First, the number of people 
~ above 60 years of age is‘expected to grow from 100 million in 2010 
l to 330 0: million by 2050. Each Indian is expected to live longer, with 
- life expectar cy at age 60 of an average Indian being already nearly 
; significant proportion of 
- ma the old-age. This also includes bss than 15% of total 
emp loyed who are covered by the formal provident or pension fund 
s stems. Second, as pensions are long-term savings, individuals 
àn eiai need predictable long-term policy environ- 
| ments i inw a ich ma havea high deg ree of confidence. This is the 
| pension reg gu ators such as the PERDA Tenso 





























a A a i nin ; ; tl w r re a hash been a ued a of professionalism in the 
: PEPO (Eplpoes s Provident Fund Organizati 

ter six decades of existence has been able to cover only around 5% 
a abor force, while providing poor value for money to its mem- 
: bers. There are also many private sector occupational provident 
_ fund and pension plans which face governance challenges. A compe- 
 tentand pehare egulator is required toensure that the mem- 
-berg interests are served. Fourth, the payout phase has not re- 
ceived adequate policy attention. Lump-sum withdrawal and 
poorly designed annuities inadequately address longevity and in- 
fiation risks in retirement. Finally, the OAP (Old-Age Pension) 
Scheme and other social pension programs suffer from high trans- 
action costs, p poor ta targeting, and inadequate level of benefits. 

_ Aditya: The NPS throws open the option of savings for pension 
-to the common man and is not restricted only to Central or State 
_. Government employees. It is a defined contribution scheme in 

_ which subscribers will invest a sum of money regularly and get a 
` part of the maturity proceeds as lump sum and the balance as 
i ities. India today has inadequate social security measures. 
1e current employees provident fund scheme covers a small 
ju = k of oo and does not provide enough retirement 

ov ing to the fixed return policy administered by the gov- 

This guaranteed return can just cover a little over the 
gh in apart thus oe no big growth of money in the 
i long dun. 

: The New Pension Scheme provides the investors with an 




































- option to select the asset allocation based on one’s age and risk 
2 appetite. Since a higher part of contribution (higher during the 
ulation sesh or early life stage) could be invested in equi- 
ould higher returns in the long-term. This will help 


è T isa dedicated pension scheme, incorporating 
hts fro m th > pension literature and experience in 
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m Aditya Agarwal” 


“The potential for rthe pension market is enormous.” 


and regulatory environment in which individuals can have a high 
degree of confidence. It has, for example, pu ilt-io li festyle invest- 
ment pattern under which the exposure to equity declines with 
age. Only indexed fund exposure to equity is permit ited. The costs 
of investment management a are ia dawn thr st ig h the 









ing factor Fauld be the apai of af portability. The eA would 
be given a unique account number and he/she would be free to 
use the same account irrespective of change of job or location. 
The investor would also be allowed to shift between different 
plans, thus giving them complete control of their investments. 
The number of people who would attain the age of 60 years 
by 2050 would be about 20% of the then population. ‘The guaran- 
teed return avenues presently available. wo ald : i fe teh | 
turns and are likely to disappear in longer-ter n. Capit 
ket-linked products would be favorable, due to relatively higher 
returns. Considering all these factors, there: was a need for pen- 
sion reforms in India, and we believe that it is a step taken in the 
right direction by the Indian Government. 
Given that NPS for government employees will complete a a year in April, how 
have been the returns generated so far? & 
Mukul: Until now, the funds have been essentially earning 8% in 
the Public Account. This is a good rate of return, given what has 
happened to the capital markets i in the past year. = 
What is the potential of the pension market in india? 
abies in the New Pension scheme? cue 




































Split as the share of worki ne mes 
tion i 18 increasing. Many of these 


erene saving pep is s. T h h e mi 
the states implement it, a | x 
million members. The extent 
depend on several factors. First 
tary NPS have yet been ann 
ment withdrawals be permitte 
be? Excessive pre-retirement wi 
power of compound interest to ma 
retirement accumulations as ha 
Second, the tax treatment ac 
level playing field. The EPFO co: 
withdrawals are all tax exempt. ‘This 
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ness about the product. Alse, this 
scheme has increased hopes ameng As- 
set Management Companies (AMCs) 
of bolstering their business at a time 
when they have been coping with a poor 
appetite for equity offerings. Besides, 
the NPS will help generate a significant 
pool of long-term savings, which would 
lead to effective investments in the fi- 
nancial and capital markets. Habil 
Khorakiwala, President, FICCI, says, 
“Since the capital market and pension 
sector are closely related, it will become 
necessary to undertake capita! market 
reforms along with pension reforms.” 


Future perfect? 

According to a jeint report by the World 
Bank and the Organization for Economic 
Cooperation and Development (OECD), 
India stands tep among South Asian 
countries for providing social safety net 
to its ageing pepulation. However, the 
report notes that a quickly ageing popu- 
lation, overly generous pension schemes 
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and early retirement age are putting 
pressure on pension systems. Neverthe- 
less, the new pension scheme aims at 
targeting the country’s voungest popula- 
tions with rising incomes. 

Critics of the NPS say that India 
may not have chosen a worse time for 
launching a new pension plan, with the 
government unable to change any laws 
or spend on ads, and the fall in market 
draining all appetite for investment 
products. However, Gautam Bharadwaj, 
Director, Invest India Economic Founda- 
ton, says, “We are nearly at the bottom 
end of the market and investing at these 
levels should help in delivering good re- 
turns in the long-term” In fact, according 
to a survey by HMS Dataworks, a re- 
search firm, nearly 30 million Indian 
workers with no social security are ready 
to contribute to a retirement savings sys- 
tem, presenting a pension-market oppor- 
tunity potentially worth Rs 12 tn in 12 
years. Almost 20% of the 80 million work- 
ers ready to join the NPS are ‘prime pros- 
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pects’ likely to start saving immediateh 
Even the global economic crisis seems t 
have increased the already existing nee 
for social security benefits in India. 

The government and PFRDA coul 
spend generously to increase the lit 
eracy drive to bring in the numbers. Th 
issue of a compulsory annual contribu 
tion is yet to be sorted out. Pension ex 
perts suggest PFRDA should get the re 
quired support to emerge as an interne 
tionally benchmarked and respecte 
pension regulator and its scope shoul: 
be widened to cover gratuity funds, su 
perannuation plans, state enterpris 
schemes and pension schemes of publi 
sector financial institutions. In all 
India’s pension sector is about to un 
dergo a radical transformation wit] 
NPS. The country is now taking steps ti 
open up both the country’s pension mar 
ket and its financial services sector. 
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“US IPOs 


Dead as a Doornail 





The US primary market has virtually come to a halt in recent times with 


companies’ plans to raise funds stuck in a deadlock. 





ecently, New York-based KGB 

filed a request with the US 

Securities and Exchange Com- 
mission (SEC) to cancel its $250 mn Ini- 
tial Public Offering (IPO) because of un- 
favorable market conditions. The direc- 
tory assistance provider KGB, which 
provides phone numbers and addresses 
to businesses and individuals on the 
telephone, had planned to use the IPO 
proceeds in part to repay a portion of 
outstanding debt and to help fund fu- 
ture strategic acquisitions. With this 
withdrawal, KGB becomes the 14" com- 
pany, since 2003, to cancel or postpone 
IPO in a market that remains a tough 
place for new stock floatations. There 
have only been two deals in the past 
eight months in the US and practically 
speaking, the market for IPOs in US 
‘has ground to a halt. Just one US com- 
pany, Mead Johnson Nutrition (MJN), 
the New Jersey-based high-end infant 
formula producer, has made its stock 





market debut so far this year. However, 
one other outfit, a newly formed Real 
Estate Investment Trust (REIT) 
Madison Square Capital, has little 
chance of going public soon. 

With this, the US IPO market is en- 
tering into its second year of drought, 
with new listings few and far between. 
Some market analysts are comparing 
the current situation with the years fol- 
lowing the market turbulence of 1973. 
In the ensuing three years after the 
1973 market crash, there was virtually 
no IPO activity. The firms that came to 
market subsequently were fundamen- 
tally robust companies. Some analysts 
are anticipating a repetition of the post 
1973 situation. 





Drying up deals 

The IPO market has changed a lot since 
the heydays of tech bubble, with only a 
few companies with strong fundamen- 
tals, typically with healthy revenues 





and profits, being able to continue going 
public. Whatsoever, the global financial 
crisis has exacerbated the situation, 
and now it is indeed difficult to raise 
funds in the primary market as the 
broader markets are trading close to 
their 52-week low and have plunged by 
40-50%. The dull IPO market is hurting 
the economy by turning off an important 
avenue through which companies raise 
money for expansion. Recently, Chang- 
ing World Technologies, a biofuel 
maker, applied for bankruptcy protec- 
tion immediately after shelving an IPO 
plan. The venture capital investment 
has declined and private equity firms 
are also shifting their money to take 
care of the companies already in their 
portfolios. But for upcoming firms that 
have already gone through four or five 
rounds of funding and still need to raise 
additional cash, it is pretty dismal. 

The lone contender on the US IPO 
calendar is the New York-based REIT 
Madison Square Capital. On paper, at 
least, Madison’s IPO looks attractive: 
raise $300 mn in an IPO and invest it 
principally in single-family residential 
mortgage securities which are rela- 
tively safe because it has the implied 
backing of the federal government. The 
proceeds would be used for investments 
and to acquire securities. But even after 
weeks of delays, Madison could not take 
a call on its proposed IPO. Now, ana- 
lysts are anticipating that Madison 
may postpone its IPO plan as there is 
absolutely no buyer in the market. The 
problems faced by Madison reflect 
broader problems with IPOs, as inves- 
tors simply are not willing to take any 
extra risk, and moreover, many of the 
existing companies are trading at rela- 
tively cheap valuations. 


A global malaise 


The situation is not good either in other 
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developed markets. France has been hit 


worst ameng the developed markets. 
According to cata provider Dealogic, 
France has gone 69 weeks withcut a 
new listing of more than $100 mn. This 
has gone to 30 weeks for Germany, 
where the €5 bn IPO of railway operator 
Deutsche Bahn AG fell through. And 
there has been a stasis in UK market 
after a flurry of excitement surrounding 
the $856 mn listing of buyout firm 
Resolution Ltd on the London Stock 
Exchange in December, last year. Now, 
with the economies of Europe falling 
into recession and showing little signs 
of recovery and the market being vola- 
tile, it is indeed difficult for companies 
to raise funds in the primary market. 
In India too, there has not been any 
quick relief for the IPO market, at least 
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in the short run, as Foreign Institu- 


tional Investors (FID) continue to shy 
away—the 600-odd issues that have 
been lined up for listing may remain in 
the pipeline for sometime. According to 
Prithvi Haldea of Prime Database, it is 
not the Sensex level per se, but the sta- 
bility and positive outlook for the sec- 
ondary markets that is the key to the 
success of the primary market. He 
points out to the string of successful 
IPOs in 2005-06, when the Sensex hov- 
ered around &,000-16,000 points. How- 
ever, India’s primary markets have 
been on a dry patch since 2007. There 
was a mobilization of Rs 16,927 er in 
2008, almost 63% down from the 
Rs 45,137 cr raised in 2007 through 
public equity issues, comprising both 
IPOs and FPOs, according to Prime Da- 
tabase. So far in 2009, only one IPO by 
Edserve Softsystems (India’s first 4‘ 
generation education company has seen 
the light of the day), raising Rs 23 cr. 
And in the US, there is a complete lack 
of confidence in earnings or price-to- 
earnings valuations which is jeopardiz- 
ing the prospects for IPOs. In the US, 
except for the $720 mn IPO of baby food 
maker MJN, which ended an 82-day 
streak of no new listings, business is 
expected to remain quiet. 


Glimmer of hope 
There is little [PO activity on the hori- 





zon in the US, but market observers se 
glimmers of hope for new-issue filing 
this year. In the wake of MJN’s succes 
ful stock debut, officials at NYS 
Euronext and Nasdaq OMX Group In 
said that they are not overtly pessimi: 
tic and are staying in touch with poter 
tial IPO candidates. Though none e 
pects a flurry of new stock listings soor 
they are seeing a few positive, albe 
minor, signs. 

The few companies that have regi: 
tered in 2009 to launch IPOs in US ar 
technology companies. There have bee 
only three registrations in all with th 
SEC. One, Chinese game develope 
ChangYou.com Ltd. is scheduled to be 
gin trading on the Nasdaq Stock Mai 
ket under the symbol CYOU. The othe 
two in registration, software make 
Medidata Solutions Inc. and restau 
rant-reservation service OpenTable In 
have not set pricing terms yet. Despit 
their different business models an 
varying financial strength, the thre 
companies are targeting a market tha 
has not seen a technology deal sinc 
Rackspace Hosting Inc. was tabled i 
August last year, which plunged by 109 
on its first day of listing. Still, there ar 
glimmers of hope among establishe: 
technology stocks, of late. » 


-Y Bala Bharathi and Sanjoy D 
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Airtel 


Tunes in to Success 





laira 


Express Yourself 


Bharti Airtel has retained its top slot and is further racing ahead even in 
times of slowdown, thanks to its smart strategy and sound execution. 





India’s largest telecom company in 
terms of subscribers, came almost 
close to bagging South Africa’s largest 
telecom provider MTN—but the deal 
fell through. Had the Bharti-MTN deal 
materialized, it would have created the 
fifth largest mobile operator in the 
world, with a strong presence in Africa, 
India and West Asia. It would have also 
given Bharti a considerable foothold in 
the African telecom market, which is 
chiefly dominated by local operators 
and European majors such as Vodafone 
Group of UK and France Telecom. How- 
ever, since the stalling of the deal, mar- 
ket conditions have deteriorated dra- 
matically, with world economies enter- 
ing into deep recession and markets 
across the globe plunging precipitously. 
And no wonder, the market capitaliza- 
tion of MTN has also declined by al- 
most 30% since then. 


[: May, last year, Bharti Airtel, 
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Though, it was an audacious effort 
by Airtel to grab MTN, the top brass of 
Bharti Airtel must be glad now that the 
talks with MTN broke down then. Inter- 
estingly, though the global slowdown 
has whacked MTN badly, it could not 
stain Airtel. On the contrary, Bharti 
Airtel, adjudged the ‘Best Carrier India’ 
at The Telecom Asia Award 2008, has 
been registering healthy profits and is 
expanding its subscriber base rapidly, 
without showing any signs of sluggish- 
ness. In fact, the company is surging 
past in terms of user base even in times 
of slowdown. With more than 90 million 
subscribers under its belt, it has wid- 
ened the gap with its nearest rival, 
RCOM of Anil Ambani, from 10-12 mil- 
lion to over 25 million. Its Adjusted 
Gross Revenues (AGRs) from wireless 
operations have outshone that of 
RCOM and Vodafone Essar (VEL) 
taken together. 


In recent years, Bharti has not only 
consolidated its No. 1 position in the 
world’s fastest growing telecom market, 
but is also paying the maximum 
amount of license fee. Moreover, for the 
September-December 2008 quarter, 
Airtel had raised Rs 7,637.83 cr from 
wireless services, which is significantly 
higher than that of its competitors. Dur- 
ing October-December, the telco’s net 
profit moved up 25% y-o-y, while for 
RCOM it increased by only 2.7%. In the 
stock market too, Bharti outclassed its 
industry peers. The drop in Bharti’s 
share price at the time of current melt- 
down has been relatively less than its 
competitors’. And now, it is not only in 
market share but also in revenue share 
(of about 30%) that Airtel is leading— 
courtesy its farsighted strategy and 
sound implementation, backed by its 
unparalleled ability to innovate con- 
stantly and set industry benchmarks. 


Laudable business model 

Bharti Airtel is now India’s largest and 
world’s third largest cellular service 
provider with presence in all the 23 
telecom circles in India. It offers its 
telecom services under the Airtel brand 
and is headed by Sunil Bharti Mittal, 
who started off making crankshafts for 
local bicycle manufacturers and gradu- 
ally built the company from scratch. 
And since its launch, it has been the 
vanguard of technology and has pushed 
the telecom revolution in India. 

The businesses at Bharti Airtel are 
split into three units—Mobile Services, 
Telemedia Services and Enterprise Ser- 
vices. The Mobile services offer mobile 
and fixed wireless services using GSM 
(Global System for Mobile communica- 
tions) technology across 23 telecom 
circles. Telemedia Services provide 
broadband and telephone services in 94 
cities; and the Enterprise services offer 
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end-to-end telecom solution te corpo- 
rate customers and additionally pro- 
vide national and international long 
distance services to carriers. Recently, 
Bharti Airtel has ventured into media 
business by launching Direct-to-Home 
(DTH? services. All these services are 
offered under a single brand ‘Airtel’, and 
this imitable ‘AirteP brand, coupled 
with strong distribution, infrastructure 
and organizational set-up, along with 
smart strategic alliances, reverse engi- 
neering and the strategy of rural drive, 
have helped Airtel to script the success 
Story. 

The business model that Airtel had 
employed a few years ago has started to 
pay dividends in recent years. The New 
Delhi-headquartered company has put 
in place a strategic collaboration with 
Singapore-based SingTel, which has 
helped it spread its telecommunica- 
tions wing in India to provide quality 
services to the customers. Added to 
tnat, it has built up a healthy associa- 
tion with equipment and technology 
partners who share the same passion 
for developing innovative solutions. 
Global giants such as Ericsson, Nokia 
and Huawei are the equipment part- 
ners that are propping up its aggressive 
expansion binge by deploying state-of- 
the-art technology across its networks. 
Bharti has also adopted the reverse 
outsourcing model, where it gave con- 
tracts to global biggies instead of giving 
it to Indian companies. The logic behind 
the reverse outseurcing was that out- 
siders could handle its core functions 
better than their Indian counterparts, 
though at a higher cost. Airtel has 
outsourced its network functions to 
Stockhcolm-heedquartered Ericsson 
and Finland’s Nekia, its IT functions to 
big-blue IBM, and its call center opera- 
tions to six leading BPOs (Nortel, IBM 
Daksh, Mphasis, Firstsource, 
Teleperformance and HTMT}—some- 
thing that is beimg emulated by its envi- 
ous industry peers. Manoj Koht, Chief 
Executive and Joint Managing Director 
of Bharti Airtei had commented that 
Bharti was suceessful in foreseeing the 
changes im the market and was molding 
itself accordingly. “Bharti’s principle to 
proactively look at the future has 
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helped the company improve on its pro- 
ductivity and efficiency, quarter after 
quarter and year after year,” Kohli 
added. Its rural drive is another smart 
policy. With urban market already 
showing signs of a slowdown, experts 
forecast that rural India will be the new 
market for telecos. Upping its ante, 
Bharti has recently launched a project 
to set up Airtel service centers in 
400,000 villages across the country, so 
as to garner a larger share of the rural 
telecom pie. 


Maintaining the lead 
Kohli has attributed Bharti’s success to 
its enormous talent pool. “The company 
is no longer dependent on a single per- 
son as we have built a leadership pipe- 
line,” he opined. Recently, it promoted 
Sanjay Kapoor, President (mobile ser- 
vices) to a newly-created post of deputy 
CEO. It has also picked up global ex- 
perts like Joachim Horn, who was the 
Chief Technology Officer of Bonn-based 
TMobile. The telco has also roped in B 
Srikanth of the FMCG-giant Unilever 
as its CFO, and Shireesh Joshi from 
beverages and chips maker PepsiCo 
China as its Chief Marketing Head. 
The teleo has planned to reorient its 
businesses into nine new divisions un- 
der different CEOs in a bid to expand 
into uncharted areas. And to do that, 
India’s fourth-most valuable listed firm 
has identified some new divisions, such 
as mobile commerce, entertainment, 
media, the Internet, enterprise services 
and small and medium businesses. 
“We feel the new verticals have huge 
business potential. We have not cap- 
tured revenues from these non-voice 
services,” Kohli opined. He also indi- 
cated that these structural changes are 
testimony to the fact that the company 
is proactively looking at the future. 
Again, some analysts perceive that 
all these developments show that the 
company is looking for acquisition in 
the global market, and for that, Bharti 
is seeking/roping in experienced people 
who can handle the complexity of busi- 
ness not just within India but also in 
the global market. However, with a host 
of foreign players, including Telenor and 
Etisalat, entering Indian market and 


RCOM and Tata Teleservices initie 
ing GSM operations, the mobile mark 
in India is set for a big battle. And, wi 
its strong brand, quality distributic 
network, robust infrastructure, hu; 
talent-pool, smart strategies and nicl 
technologies, Airtel is certainly at < 
advantage to garner the maximum be 
efits. 


Challenges remain 
Though Bharti is the number one tel: 
in India, in recent times, it has bee 
plagued by a slew of problems. Its r 
cent decision to abandon some subs 
dized tariff plans could prove to | 
costly, especially at a time, when i 
archrival, RCOM, has been offering fre 
minutes for a three-month period on 1 
newly-launched GSM platform. The: 
are also disturbing issues over the qua 
ity of services. As per the latest report | 
TRAI, Bharti has the most crowded ne 
work among all the private operators. 
Moreover, recently the governmer 
had ordered a special audit on the book 
of leading private telcos, includin 
Bharti Airtel. The purpose of the aud 
is to unearth if there is any discrepanc 
in the revenues reported by the teleco: 
companies. And in a more recent deve 
opment, the Central Vigilance Con 
mission (CVC) has asked the DoT t 
inspect the alleged under-reporting « 
revenues by Airtel for carrying long-di: 
tance traffic. The allegation by a Men 
ber of Parliament that Airtel wa 
charging more from smaller telcos ha 
prompted CVC to take the case to Dol 
Whatsoever, these are certainly nc 
going to hamper Airtel to a great exten’ 
but the company is also not taking any 
thing for granted. “There are severe 
changes the company will have to mak 
over the next few years, but if we ca 
anticipate these changes today and b 
ready, we will hold an edge,” Kohli saic 
And now Airtel is in an advantageou 
position. With a solid leadership tean 
in place, along with its impregnabl 
brand, Bharti looks ready for the future 
ready to confront new challenges and t 
set more industry benchmarks. w 
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1 Plan 


Setting a Bad Precedent? 





To prevent the mistakes of the subprime era from recurring again, we may 
have to opt for operational regulations which promote more of cash flow- 
based lending, instead of the present collateral-based lending, and a whole 
array of systems to support the implementation and monitoring of the same. 


— Sunil Puliyakot 
Assistant Professor Amrita School of Business, Coimbatore 





e recently announced Geithner- 
Summers Plan, also known as 
Public Private Investment Pro- 


gram or PPIP, is intended to de-clog the 
US financial system of the toxic assets of 
the subprime era. While the nitty-gritty 
of the plan is not being dealt with here, 
the plan is all about incentivizing private 
interests to bid for highly sticky mort- 
gage-backed assets at a price which can 
be substantially higher than its expected 
value. The essential features of the plan 
are presented in the form of a table be- 
low, in a simplified and easy-to-under- 
stand manner. Though some details may 
not find a place, the essential spirit of the 
plan is kept intact. 

The table portrays three different 
scenarios. Scenario one is about bidding 
for a given mortgage-backed asset at its 


| Chartarod Financial Analuect | 


normal expected value under PPIP. Un- 
der this scenario, the expected profits to 
the private investor with subsidized 
non-recourse equity and debt participa- 
tion by the Fed works out to an astro- 
nomical 350%. This additional return is 
coming at the cost of the taxpayers, since 
$900,000 funding ($100,000 equity and 
$800,000 debt) is assumed to be made 
available to PPIP at zero cost. In an open 
and competitive bidding scenario, such 
profits simply cannot exist because com- 
petitive bidders will increase their bid 
amounts till the returns from such bids 
converge with their opportunity cost of 
capital. Such a bid, in our example, 
works out to approximately $15.1 mn, 
which is depicted in scenario two. 
Under both the scenarios, the risk is 
also not evenly distributed between the 


PPIP investors and the Fed; in fact, it is 
heavily skewed towards the Fed. With 
equal probability, the investor stands 
to gain $1 mn, whereas the loss is re- 
stricted to only $100,000, which makes 
the payoffs heavily skewed in favor of 
the private investors. This is the classic 
case of ‘heads I win, tails you lose’. 
Scenario three depicts the likely 
pricing of the mortgage-backed security 
in the event of no subsidized funding by 
the Fed. Assuming that the opportunity 
cost of capital for the PPIP investor is 
12%, with the given repayment prob- 
abilities, the maximum that any inves- 
tor will be prepared to bid will be $6.18 
mn, not even half of the amount he is 
prepared to bid in the subsidized re- 
gime! The tab for the subsidy is obvi- 
ously to be picked up by the taxpayer. 
So, who is the ultimate gainer in 
this game? Undoubtedly, it is the banks 
and financial institutions which have 
originated the sticky mortgages in the 
first place and later on bundled them 
into exotic mortgaged-backed securities 
and sold to each other. An asset which 
can possibly fetch a market value of 
$6.18 mn is now worth nearly $15.1 mn 
due to the operation of PPIP. The appar- 
ent justification for doing so is to de-clog 
a chocked financial system filled with 
doubtful assets of its own creation, for 
which no market exists or markets have 
failed to clear. Prima facie, it looks like 
rewarding someone for his own mis- 
deeds. But with a strong assumption 
that economic revival depends on free 
flowing liquidity and a chocked finan- 
cial system is the biggest hurdle for li- 
quidity to start flowing again, the cost 
of rewarding someone for his misdeeds 
seems to be an unavoidable one that the 
taxpayers must cough up. After all, it is 
for their own wellbeing in the long run! 
Even if one can convince the tax- 
payer with this argument, and get the 
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Geithner-Summers Plan — An Illustration 





| Scenario 1 
Value of the bundle of — 20,000,000 
mortgage securities 
Repayment outcome 1 20,000,000 
Probability of repayment outcome 1 50% 
Probability of repayment outcome 2 50% 
Expected value 10,090,000 
Investor's Bid amount 10,000,000 
10% equity contribution 1,000,000 
by the investor 
10% equity contribution by the Fed 1,000,000 
Loan contribution by the Fed 8,000,000 
100% contribution by the investor — NA 
Investor's payoff under 10,000,900 
repayment outcome 1 3 
Investor's payoff under (1,000,000) 
repayment outcome2 — 
Expected value of Investor payoff 4,500,000 
Net retums tothe investor 350% 
Investor’ cost of capital (assumed) 12% 


Source: Various i 
system moving for the time being, what 
is the guarantee that the mistakes ef 
the past will not be repeated again? 
How are we to prevent the eruption of 
one more subprime crisis? The very 
same banks and financial institutions 
will continue to be under pressure to 
show superior profitability year after 
year, and there is no assurance that 
they will not indulge again in risky lend- 
ing to shore up the short-term profits at 
the cost of long-term sustenance. 

If our objective is to prevent such be- 
havior in future, how do we institute appro- 
priate incentive systems that would elicit 
the desired behavior from the market par- 
ticipants? One view which is often heardis, 
reining in the executive remuneration in 
such a way that it eliminates the scepe for 
any perverse incentives for excessive risk- 
taking. But this has the unintended conse- 
quence of disincentivizing the quest for pro- 
ductivity gains. 

Overzealous regulations, on the other 
hand (remember Sarbanes-Oxley), will 
only lead to transaction costs dispropor- 
tionate to their benefits. In such a sce- 
nario, when the trade-offs between costs 
and benefits are not very clear, we may 
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Scenario 2 Scenario 3 
20,000,000 20,000,000 
20,000,000 20,000,000 
l 0 0 
50% 50% 

50% 50% 

10, 000,000 10,000,000 
15,100,000 6,180,000 
1,510,000 - 
1,510,000 - 
12,080,000 - 
NA 6,180,000 
4,900,000 20,000,000 
(1,510,000) (6,180,000) 
1,695,000 6,910,000 
12% 12% 

12% 12% 


have to look at radical solutions which 
will address the fundamental issues in- 
volved. Here, the basic issue seems to be 
one of risky lending, or, in other words, 
lending not supported by cash-flows, suf- 
ficient to service the principal and inter- 
est repayments. 

Hence, if we are to prevent a repeat of 
the same mistakes in future, we may 
have to look at operational regulations 
which promote more of cash flow-based 
lending, instead of the present collateral- 
based lending, and a whole array of sys- 
tems to support the implementation and 
monitoring of the same. It is well-under- 
stood that this may not be an easy solu- 
tion, given that future cash flows are 
rarely amenable to precise estimation. 
But given the demonstrated failure of 
collateralized lending, it may be worth a 
debate. If that becomes a reality, one 
need not be surprised if some countries 
themselves get excluded from the pur- 
view of credit. Of course, every crisis is a 
learning opportunity and it only im- 
proves the way business is conducted 
across the world, though far from ideal. = 
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Capitalism Conundrum 


The Good, the Bad and the Ugly 





Though capitalism, like democracy, is based on individual liberties, it too 
requires rules to guide its main behavior—wealth creation. 





very form of political or eco- 

nomic system tends to perish or 

push itself to the verge of col- 
lapse by an excess of its own basic prin- 
ciple. Socialism as a political and eco- 
nomic system committed hara-kiri in 
Europe in the late 1980s, with 
Gorbachev’s twin initiatives of 
‘glasnost’ and ‘perestroika’ triggering 
the inevitable. And, for its part, capital- 
ism pushed itself to the precipice, yet 
again, when the US credit bubble burst 
in 2007, following a fundamental 
change in the way mortgages were 
funded, setting off a train of events that 
led to a precipiteus fall in the property 
prices, a slowdown in the US economy 
that soon morphed into recession, bil- 
lions in losses by banking and fimancial 
institutions and the resultant collapse 
of some of the biggest names in the mar- 
quee, and a chain reaction of interconti- 
nental downturns, which all but wiped 
out the gains that many economies had 
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achieved in the run up to the crisis. 
The hordes of analysts and critics 
who have commented on the causes of 
the current crisis have come up with 
their own list of villains. The cast in- 
variably includes crafty financiers, un- 
scrupulous chiefs of institutions, com- 
placent central bankers, napping regu- 
lators, rent-a-quote financial pundits, 
wily politicians, and gullible yet greedy 
investors. However, some commenta- 
tors have traced the origin of the latest 
global meltdown to the intellectual 
foundations of capitalism itself. 


The known unknown ideal 

Capitalism as a social and economic 
system is founded on the recognition of 
an individual’s right to own, buy, and 
sell property and means of production 
(except labor). Also known as ‘free en- 
terprise’ and ‘private enterprise,’ capi- 
talism guarantees individuals the right 
to trade on their own account indepen- 





dently of the state. In other words, u 
der capitalism, the state is separate 
from economics (production and trade 
just like the state is separated from r 
ligion under secularism. The corne 
stone of capitalism is the doctrine 
laissez-faire which states that the go 
ernment should interfere as little < 
possible with the economic activity | 
its citizens, the basis of such a view b 
ing that all private economic activity 
beneficial and government economic i 
tervention can only be harmful. As Ay 
Rand puts it in The Virtue of Selfishnes 
“When I say ‘capitalism,’ I mean a fu 
pure, uncontrolled, unregulated laisse 
faire capitalism—with a separation | 
state and economics, in the same wa 
and for the same reasons as the separ: 
tion of state and church.” And Rand fu 
ther adds in Capitalism: The Unknow 
Ideal: “The moral justification of cap 
talism does not lie in the altruist clain 
that it represents the best way t 
achieve ‘the common good.’ It is tru 
that capitalism does—if that catcl 
phrase has any meaning—but this į 
merely a secondary consequence. Th 
moral justification of capitalism lies i 
the fact that it is the only system cons« 
nant with man’s rational nature, that : 
protects man’s survival gua man, an 
that its ruling principle is: justice.” 


Justice undermined is justice 
denied 

While capitalism, as Rand rightl 
claims in The Voice of Reason, has draw 
people to “unite on a large-scale int 
great countries, and peacefully to coor 
erate across national boundaries, 
“raised the standard of living of its poo 
est citizens to heights no collectivis 
system has ever begun to equal,” “bar 
ished ethnicity, and made i 
possible...for men of various, former] 
antagonistic nationalities to live tc 
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gether in peace,” and “brought such 
‘hope, progress and general goodwill 
Athat the young people of today, who have 
not seen it, find it hard to believe,” the 
fact remains that capitalism has time 
and again failed to live up to its stated 
ideals of fair and honest play in the 
marketplace and to what Rand calls its 
ruling principle—justice. 

At an individual level, capitalism is 
the perfect instrument to raise wealth 
and living standards. The fact that 
countries which were once practitioners 
of hardnosed socialism and benevolent 
central planning have moved on to em- 
brace capitalism shows capitalism’s in- 
herent strengths—it recognizes man’s 
innate desire to survive and succeed; his 
freedom to trade using reason and real- 
ity as the only arbiters; his individual 
right to own, sell and buy; and his right 
to freedom from political interference. 

While the epitaph on socialism was 
all but written when the Soviet Union 
and the communist bloc collapsed en 
masse in Europe and when China initi- 
ated market reforms under Deng 
Xiaoping, capitalism, though on a strong 
wicket, flounders every now and then 
when greed and unscrupulousness take 
over individuals. As the Austrian econo- 
mist Joseph Schumpeter believed, capi- 
talism does hold the seeds of its own de- 
struction, often threatening to wipe out 
almost all the good it has done, leaving a 
few unscrupulous individuals richer and 
the rest as victims. 


Regulated free market? 
A closer look at the financial crises 
brought about by capitalism thus far 
would reveal that capitalism has suf- 
fered the most due to an excess of its 
basic principle: unregulated freedom to 
own. Writing in Newsweek (March 30, 
2009), Eliot Spitzer, a former governor 
of New York, ruminates over the rules 
needed to keep capitalism on track: 
“Capitalism does not survive in a 
vacuum, despite libertarian desires to 
the contrary. Just as democracy needs 
rules or it descends into anarchy, so 
«capitalism needs rules to guide the be- 
havior that becomes wealth creation.” 
Recommending a principled guide 
to the intersection between government 


and the market, Spitzer makes a four- 
point case for government intervention. 
Firstly, in Spitzer’s view, only govern- 
ment as enforcer can ensure adequate 
integrity, transparency and fairness to 
customers, shareholders and competi- 
tors. Notions of self-regulation often 
evaporate when fundamental competi- 
tive advantages are at stake. Secondly, 
markets, like democracy, require com- 
petition, which is why it is important for 
the government to put in place firm poli- 
cies and enforcement against monopo- 
listic behavior designed to squash the 
innovative spirit of competitors. 
Thirdly, like it makes sense to regulate 
pollution since the society is bearing the 
cost of pollution strewn into the atmo- 
sphere, it is important to shift the bur- 
den of risk back to those who expect the 
gain, instead of socializing risk through 
massive bailouts and privatized gain 
by leaving the upside exclusively to the 
insiders. And finally, in the absence of a 
minimum wage, the market is bound to 
continue to drive wages down to an un- 
acceptable level. In other words, the 
market would tolerate discrimination 
when there are no laws to prohibit it. 

The long and short of it is, govern- 
ment intervention is necessary when 
private monopoly threatens to wipe out 
competition, shareholder interest is 
sought to be compromised in the ab- 
sence of self-regulation, and customer 
protection and social welfare provisions 
are violated. 


Intervention: How much is too 
much? 
However, unregulated regulation by an 
overenthusiastic government, driven by 
populist considerations, could defeat 
the very purpose of intervention. Also, 
unnecessary government control not 
only stifles the private initiative and 
entrepreneurial culture but also carries 
the risk of unmanageable inflation and 
the resultant economic disaster. 
Which means, while legitimate 
profit motive is essential for the success 
of capitalism, a sound and balanced le- 
gal system, that includes financial and 
market regulations, is also essential to 
establish property and contractual 
rights and to create public acceptance. 


In other words, a profit motive that is 
seasoned with taxes and regulations 
would ensure that capitalism takes 
into consideration the public values, 
while encouraging private incentives, 
entrepreneurial initiatives and work 
ethics. 


Consumed by capitalism 
If democracy is, as former US Presi- 
dent Abraham Lincoln famously pro- 
claimed, “the government of the 
people, by the people, for the people,” 
then capitalism is the economic sys- 
tem of the people, by the people, for the 
people. Like democracy that relies on 
fundamental rights, elections, popular 
governments and laws, capitalism too 
has its own ideals—free market, pri- 
vate property, and rule of law. Like de- 
mocracy recognizes the universally ac- 
cepted freedoms and liberties of indi- 
viduals, capitalism recognizes indi- 
viduals’ fundamental right to engage 
in free trade in a free market, to pro- 
duce and profit, evidently, guided by 
the principle of justice. Democracy may 
not be the best form of government, but 
it is surely better than other forms of 
government that we know of. In the 
Same way, capitalism may not be the 
ultimate economic and social system, 
but it is better than all the other sys- 
tems we are familiar with. For, both are 
based on the principle that “Freedom is 
the fundamental requirement of man’s 
mind.” Like democracy, capitalism too 
means the best for the highest num- 
ber—something that other systems 
cannot promise or accomplish. 

“History suggests that capitalism 
is a necessary condition for political 
freedom,” writes Milton Friedman, an 
American Economist. And, interest- 
ingly, quite a number of studies have 
proved that the civil rights records of a 
nation and its economic prosperity are 
closely and positively linked to how free 
its economy is from government inter- 
vention. However, history also suggests 
that liberalism—both of the political 
and economic hue—proves to be much 
more successful within the framework 
of the rule of law. = 

- R Venkatesan lyengar 
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English 


Can We Do Without It ? 


Į anguage is a tool—a tool to com- 

municate, and prosper; prosper so- 
cially, psychologically and economically, 
and ultimately be happy with oneself. 
Getting down to the brass tacks, lan- 
guage, incidentally, has no race, caste, 
creed, and religion. Though Greek and 
Latin were not from Britain, its elite 
were not considered elite unless they had 
mastery over these languages; Sir Isaac 
Newton wrote Philosophie Naturalis 
Principia Mathematica (“mathematical 
principles of natural philosophy”) in 
Latin. 

“How beauteous mankind is!” It has 
developed language for the formation 
and expression of human thoughts and 
aspirations. It has no ‘mine’ and ‘thine’ 
shades; it embraces everyone and out- 
casts none; nor does it warrant to be out- 
cast by anyone—it is only a question of 
knowing or not knowing it. 

The more the languages a man learns, 
and the more the countries he visits to 
meet people and experience their cultural 
moorings, perceptions, and aspirations, 
the more he becomes a ‘humanist—like 
MN Roy who is said to have learnt 16 lan- 
guages and visited some 20 countries. 

And English is a language—a “lan- 
guage of international science, commerce 
and public relations”; a language which 
India has been romancing with for quite 
a number of decades; a language—unlike 
many Indian languages that have mostly 
remained even to date as languages of 
mere literature with little or no scientific 
and technical terminology—that, by vir- 
tue of its travel across continents became 
rich in scientific and technical words, has 
helped many Indian boys and girls be- 
come bright scientists and business 
leaders on various global platforms; a 
language, thanks to which, India is today 
exporting the voice of its girls and boys to 
earn a few more dollars. 

English has indeed become a link 
language—today’s Sanskrit—of India, a 
nation of bewildering multiplicity of lan- 
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guages, facilitating a Bengali speak to a 
Marathi; a Hindustani to a Tamilian; a 
Gujarathi to an Oriya. It is English, as 
the tool of communication that is ‘bind- 
ing’ the academic India ‘together’. It is 
India’s language of ‘international inter- 
course.’ It continues to remain as the as- 
sociate official language of India. 

It is no exaggeration to say that no 
person can keep abreast of scientific de- 
velopments, for that matter modern de- 
velopments in any walk of life, unless he 
masters the language in which more 
than two-thirds of the world’s periodical 
literature is produced. And that lingua 
franca of the world is English. 

China—a country that maintains a 
growth rate of around 8% even in today’s 
economic meltdown across the globe— is 
envious of our competency in English 
that catapulted us on to the global pedes- 
tal of computer sciences, and is strug- 
gling to catch up with us and also de- 
throne us from the pedestal by master- 
ing English with singular devotion— 
teaching English has indeed, become a 
national mission of China. 

Today, no one is prepared to lose the 
advantage that we have derived from our 
relationship with English for more than 
a century. A growing awareness that to 
be a patriotic Indian one need not ignore 
English is taking deeper roots in today’s 
youth that is enjoying the fruits of liber- 
alization and globalization. They are 
rooting for more of English, for any at- 
tempt to minimize the value of a lan- 


guage that is most widely used in the do- 
main of science and technology is sure to 
handicap us in a competitive world. Any 
deviation from this proven importance of 
English is incompatible with our cher- 
ished goal of becoming the economic 
power of the 21* century. 

Also, “experience shows that a soci- 
ety”, as Eric Ashby propounded in his 
Chancellor’s Lecture in Johannesburg, 
“however successful it may have been irf 
the past, will not long survive if it cannot 
cope with the tasks of a new era,” and 
hence “every civilized society tends to de- 
velop institutions which will enable it to 
acquire, assimilate, and advance knowl- 
edge relevant to the tasks which, it is 
thought, will confront it in the future.” He 
further adds: “To forbid the student to 
learn where and what he will, or the 
teacher to teach whom and how he will is 
to put a curb on the hazardous adventure 
of thinking; and a nation, where thinking 
is rationed, simply cannot survive in 
today’s world.” 

But man the builder is man the de- 
stroyer too. On the historic night of India’s 
independence, Dr. Radhakrishnan re- 
minded the people of “our national faults 
of character, our domestic despotism, our 
intolerance, which have assumed the dif: 
ferent forms of obscurantism, of narrow- 
mindedness, of superstitious bigotry” and 
warned “that when power outstrips abil: 
ity, we will fall on evil days”—days wher 
we may fancy forbidding the kids fron 
learning a particular language, the teach 
ers from teaching a specified language 
and so on. 

However, the choice of language to bt 
mastered to acquire the necessary com 
petency to compete in the global job-mar 
ket is, of course, the right of an individual 
And the Constitution of India guaran 
tees that freedom of choice to ever: 
Indian. And exercising that choice is th 
gift of democracy. m 

— GRK Muri 
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pGreat Expectations 





A s you try to reflect and recall those 


oments in Great Expectations— 
scenes that would remain etched in your 
memory for a long time—some images 
loom large. And these scenes also hap- 
pen to be closely knit with Charles 
Dickens’ great themes: poverty, injus- 
tice, crime and so on. The actions of the 
escaped convict Magwitch who torn by 
hunger “was handing mincemeat down 
us throat in the most curious manner— 
more like a man who was putting it 
away somewhere in a violent hurry, 
than a man who was eating it” and who 
was “gobbling mincemeat, meatbone, 
bread cheese, and pork pie all at once, 
staring distrustfully while he did so at 
the mist all round us, and often stop- 
ping—even stopping his jaws—to lis- 
ten”; Pip’s last look at the peaceful and 
quiet village as he leaves for the city to 
become a ‘gentleman,’ when “the light 
mists were solemnly rising, as if to 
show me the world, and I had been so 
innocent and little there, and all beyond 
was so unknown and great, that in a 
moment with a strong heave and sob I 
broke into tears”; the scenes at the eerie 
Satis House with Miss Havisham— 
“one of the greatest witches in the his- 
tory of fairy tales’—which have a qual- 
ity that makes the flesh creep; 
Magwitch’s dying moments; the melo- 
dramatic scene where Orlick is about to 
kill Pip (the writer's love of the theatri- 
cal is at its best here as the reader 
waits with bated breath): these and 
many more scenes come to your mind, 
which are best described only if you look 
at the novel in its entirety. Great Expec- 
tations, no doubt, has all the ingredients 
of an action packed thriller. 

Charles Dickens (1812-70) is famil- 
iar to lovers of literature in all parts of 
the globe; whether his stories come in 
fragments or in abridged form, the 
Dickensian flavor is unmistakable. 
Considered to be the ‘King of the novel’ 
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A Slice of Life 


during his time, and one of the greatest 
of creative writers, Dickens holds the 
attention of his readers by the power of 
emotions so that he moves them to 
laughter and tears. Through Pip, 
Dickens tells us not to belittle human 
sentiment: “Heaven knows we need 
never be ashamed of our tears, for they 
are rain upon the blinding dust of earth, 
overlying our hard hearts. I was better 
after I had cried, than before—more 
sorry, more aware of my own ingrati- 
tude, more gentle.” 

His genius for description—be it 
character or situation—is remarkable, 
being, as George Hogarth wrote, “a close 
observer of character and manners.” 
Great Expectations has passages of 
great brilliance which enchant the 
reader. It has great characters that ex- 
hibit the follies and absurdities of hu- 
man nature. Miss Havisham’s master 
mania—the vanity of sorrow—reminds 
Pip of other monstrous vanities, the 
vanity of penitence, the vanity of re- 
morse, the vanity of unworthiness, that 
have been the curses in this world. Be it 
lawyers, criminals, aristocratic ladies, 
kind and pious souls, or malignant 
witches—all his characters remain 
with us by virtue of their ability to act 
out their allotted roles. Surely, Dickens 
is a master when it comes to character- 
ization. 

Possessed of “an imagination fueled 
by personal unhappiness and the zeal of 
a social reformer” Dickens wrote about 
the social evils of his time with a fierce 
indignation. The theme of injustice per- 
vades the Dickensian world; particu- 
larly injustice to children. Because: “In 
the little world in which children have 
their existence, whosoever brings them 
up, there is nothing so finely perceived 
and so finely felt, as injustice. It may be 
only small injustice that the child can 
be exposed to; but the child is small, 
and its world is small...” His novels are 
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notable for their satirical humor and 
treatment of contemporary social prob- 
lems, including the plight of the urban 
poor and the corruption and inefficiency 
of the legal system. Some of his most 
well-known novels include Oliver Twist, 
A Christmas Carol, David Copperfield, 
and Great Expectations. 

Dickens’ perpetual conflict with in- 
justice led him to movingly portray the 
seamy side of urban England—its con- 
victs, criminals and other outcasts of 
society's greed and hurry. They are hu- 
man too with an extra dose of emotional 
fury, as the circumstances in life have 
led them to the brink of misery. He had 
realized, “vice and cruelty were not ran- 
domly bestowed on individuals at birth 
but were the creations of society.” 
Dickens’ deep humanism is unmistak- 
able: even a convict like Magwitch turns 
out to be noble-hearted and in his death 
he makes every reader feel a terrible 
loss. 

From a child-laborer in a London 
blacking warehouse to one of the most 
popular literary figures, Dickens has 
traversed a difficult yet rewarding path; 
the story of his life is one of single- 
minded pursuit of his art, which in turn 
earned him the stature of a profound 
and serious novelist. m 


— Nirmala PG 
Reference # 01M-2009-05-22-10 
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Post: Dy. Manager 

Company: Tata Chemicals Ltd. 

Job Desc: Accountable for service tax credit on 
input services, filing of periodical returns/ 
statements of service tax, keeping track of show 
cause notices & status of adjudication cases of 
excise, Customs etc. 

Profile: B.Com, C.A. with exposure to prompt 
taking of cenvat credit on the eligible input 
services. 

Exp: 6-8 

Location: Mumbai 

Email: madhumohan@tatachemicals.com 





Post: Dy. General Manager- Finance & Accounts 
Company: UFlex Ltd. 

Job Desc: ideal candidate will be responsible for 
General Accounting, Credit Control and 
Collections, Bank Dealings, MIS Preparation etc. 
Profile: The candidate should have 8-15 years of 
experience in manufacturing Industry, should have 
handled General Accounting, Credit Contrai and 
Collections, Bank Dealing, MIS Preparation. 

Exp: 8-13 

Location: Noida 

Email: iti@uflexitd.com 





Post: Asst. General Manager- Accounts 
Company: Ind Synergy Ltd. 

Job Desc: Responsibilities include costing of 
product, closing balance sheet, monthly & daily 
MIS, account reporting, reconciliation ef entries. 
Profile: Candidate should have an experience in 
costing of product, closing balance sheet, monthly 
& daily MIS, account reporting, reconciliation of 
entries. 

Exp: 8-13 

Location: Raigarh 

Email: recruitment@indsynergy.com 





Post: Dy. General Manager- Indirect Taxation 
Company: JSL Ltd. 

Job Desc: Would be responsible for efficient 
Planning and execution of Indirect Tax function 
which includes central excise, service tax, VAT and 
sales tax. 

Profile: Candidate should be CA/ICWA with 
relevant experience 

Exp: 10-15, Location: Hisar 

Email: career@jindalsteel.com 





Post: Dy. Manager- Accounts 

Company: Saisudhir Infrastructures Ltd. 

Job Desc: Ideal candidate should be CA Inter/ ICWA 
Inter / M.Com / B.Com with relevant experience, 
good knowledge in MS Office and Tally9 with 
inventories. 

Profile: Ideal candidate should be CA Inter/ ICWA 
Inter /M.Com / B.Com with relevant experience, 
good knowledge in MS Office and Tally9 with 
inventories. 

Exp: 8-13, Location: Hyderabad 

Email: hr@saisudhirinfra.net 


Post: Manager- Finance & Accounts 

Company: Jayanita 

Job Desc: The candidate has to handle team of 
6-7 persons in accounts. Responsible for Finance 
& A/c of the company. 

Profile: MBA in Finance / ICWA / CA with 
minimum 10 Yrs of experience in manufacturing 
concern. 

Exp: 10-20, Location: Delhi 

Email: hrd@jayanita.com 





Post: Sr. Manager - Accounts 

Company: JLG Retail Ltd. 

Job Desc: The Job involves handling of various 
direct and indirect taxes like Customs, Excise, 
Sales Tax, Service tax, TDS, Income tax, Fringe 
Benefit tax and filing various tax returns and 
maintaining Accounts. 

Profile: Looking for a candidate who is M.Com/ 
MBA in Finance/ CAV ICWA with 8-15 yrs 
experience 

Exp: 8-13, Location: Delhi/NCR 

Email: careers@lilstop.com 





Post: Internal Auditor 

Company: Thakkarsons Roll Forming Pvt. Ltd. 
Job Desc: Responsible for auditing all the 
departments. 

Profile: Should be up to date audit of all the 
departments, should have at least 10-15 years of 
experience. 

Exp: 10-15, Location: Mumbai 

Email: hr@metcraftindia.com 





Post: Vice President- Corporate Finance 
Company: Portfolio Financial Services Ltd. 
Job Desc: Heading the team of business 
operation like Private Equity, ECB FCCB, 
Mezzanine Debt Credit Syndication, syndication 
of corporate loans, debt etc. 

Profile: Well experienced in corporate loans & 
advances, debt credit syndications, Trade 
finance, Working capital, term loan, Project 
finance, LC, bill discounting. 

Exp: 9-14, Location: Chennai 

Email: hrd@pfsl.org 





Post: Finance Manager 

Company: E2E Infoware Management Services 
Pvt. Ltd. 

Job Desc: Looking for a Finance Manager with 
CA Qualification. Should have 15 years of 
experience (Minimum five years in 
Manufacturing Industry). 

Profile: Should have an experience in 
Manufacturing Industry. Aute Ancillary 
experience is added advantage. 

Exp: 10-20, Location: Chennai 

Email: rajamani@e2einfoware.com 


Post: Sr. Manager - Commercial 

Company: Karamtara Engineering Pvt. Ltd. 

Job Desc: Would be overlooking the Commercial 
function for the organization. Should have a good 
understanding of Banking Operations. 

Profile: Must have large exposure to handling 
accounts receivable, exposure to project 
management environment. 

Exp: 8-10, Location: Mumbai 

Email: hrd@karamtara.com 





Post: Company Secretary 

Company: India Finance & Construction Co. Pvt. 
Ltd. 

Job Desc: Required to carry out all responsibility of 
Company Secretary on day to day basis, compliance 
reports. 

Profile: Job requires a Company Secretary with 
previous experience in mid-scale company. 

Exp: 8-10, Location: Mumbai 

Email: jyotikamat164@yahoo.com 





Post: Sr. General Manager 

Company: Hydroair Tectonics (PCD) Ltd. 

Job Desc: Responsible for handling Credit & 
Control, Fund Raising & Cost Management (Project 
Finance, Working Capital, Debt Re-structuring, Risk 
Management, Trade Finance, Corporate Finance & 
Affairs). 

Profile: Responsible for preparation of Loan 
Application for working capital (CMA Data) and 
Terms Loan for project Finance. Will be required to 
make Periodical MIS report with analysis. 

Exp: 20-30, Location: Mumbai 

Email: hydroair@airtelmail.in 





Post: CFO 

Company: Flamingo Pharmaceuticals Ltd. 

Job Desc: The position will be responsible for 
Finance, Costing, Accounts & Legal for 
International and Domestic Operations. 

Profile: The position will be responsible for Finance, 
Costing, Accounts & Legal for International and 
Domestic Operations. Should possess relevant 
experience in the finance profile. 

Exp: 15-24, Location: Mumbai 

Email: hr@flamingopharma.com 


Post: Chief Accountant 

Company: Karamtara Engineering Pvt. Ltd. 

Job Desc: Would be responsible for the Accounting 
function for the group of companies. Would be 
responsible for finalization of company accounts . 
Profile: Must be currently working in a Mid Sized 
company, must be handling finalization of total 
company’s accounts. 

Exp: 10-20, Location: Mumbai 

Email: hrd@karamtara.com 


| on to naukrnicom Ad take your first by towards success 


Se a 


ee 








Post: Manager- Accounts 

Company: Runwal Developers Pvt. Ltd. 

Job Desc: Knowledge of entire accounting, 

statutory, compliance, funds management, 

finalisation of accounts, audit etc. is required. 

Profile: Good computer skills, particularly excel and 

tally, good communication and inter personal skill 

essential 

Exp: 9-14 

Location: Pune 

Email: shankar.jawali@runwal.com 
Sae 

Post: Financial Controller 

Company: Thakkarsons Roll Forming Pvt. Ltd. 

Job Desc: Will be having internal control over 

finance. 

Profile: Will be having internal control over finance. 

Exp: 20-25, Location: Mumbai 

Email: hr@metcraftindia.com 
ii a a 

Post: Manager- Finance & Accounts 

Company: Fast Trax food pvt. Itd. 

Job Desc: Shall be responsible for finalization of 

accounts, budgeting, costing/pricing, system 

development & implementation, MIS, sales tax, VAT, 

income tax, liasioning with banks & other statutory 

bodies. 

Profile: C.A./I.C.W.A. with 15-20 yrs experience in 

handling Finance, Accounts and sales accounting 

functions. Candidate should have the ability to 

analyze and interpret the financial data and lead a 

team of professionals. 

Exp: 15-20, Location: Delhi 

Email: jobs@fasttrax.in 
a 

Post: Head- Debt Syndication 

Company: Emkay Global Financial Services Ltd. 

Job Desc: Identifying, strategizing and obtaining 

mandates in debt syndication, Raising funds from 

financial companies through debt Advice on suitable 

structure and fund raising strategy. 

Profile: Will be responsible for identifying of 

potential opportunities, initiation and build up of 

discussion/ presentation etc. 

Exp: 9-10, Location: Mumbai 

Email: careeers@emkayshare.com 
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Post: Sr. Accountant 

Company: Seco Warwick Allied Pvt. Ltd. 

Job Desc: Responsible for Finalization of accounts 

and audit under Tally system, should be Well versed 

with VAT, TDS, Excise duty, Service Tax, Works 

Contract Act including attending assessment. 

Profile: The candidate should be a B.Com / M.Com 

with minimum 10 years of experience in the field of 

Accounts. 

Exp: 10-20, Location: Mumbai 

Email: hr@alliedfurnaces.com 





Why naukri.com? 


>» Over 2,00,000 Jobs 
> 35,000 Recruiters 
> Get Jobs by email 


Post: Manager - Accounts and Finance 

Company: Palmetto Industries India Pvt. Ltd. 

Job Desc; Should be responsible for all accounting 
and financial functions. Should maintain proper 
book of accounts and be thorough with legal re- 
quirements. Should be thorough with banking 
transactions relating to Export unit. 

Profile: Should be well versed in maintaining book 
of accounts, Budgeting, preparation of Balance 
sheet, Manufacturing industry accounting, Banking 
operating related to export unit etc. 

Exp: 8-10 , Location: Pondicherry 

Email: brinda@piindia.com 
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Post: Dy. General Manager- Corporate Finance & CS. 
Company: Aquamall Water Solutions Ltd. 

Job Desc: Assisting the CFO in Corporate Finance, 
Accounting, Company Secretary Work, Fund Allot- 
ment, interaction with factory Finance & Accounts 
Heads, MIS, Costing & other related jobs. 

Profile: CA or ICWA is desired plus C.S. with 12-20 
years experience preferably in Engineering industry 
with SAP work environment. 

Exp: 12-20., Location: Dehradun 

Email: hr@aquamall.co.in 


Post: Cost Accounting Analyst 

Company: Vamani Overseas Pvt. Ltd. 

Job Desc: Responsible for Financial forecasting, Bud- 
geting, Costing, Internal Audit, Analysis of Cost, Pro- 
duction & financial data, advising cost reduction 
procedures for enhancing business values. 

Profile: Candidates having relevant experience in 
manufacturing organization like Garments / Fabrica- 
tion / Light Engg. etc. are highly desired. 

Exp: 8-10, Location: Faridabad 

Email: vamaani_hry@airtelmail.in 
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Post: Asst. Accountant 

Company: Kuldip Enterprises India itd. 

Job Desc: Sound knowledge of accounting, Tally-9, 
maintaining the books of accounts up to balance 
sheet is desired. responsible for TDS deduction, de- 
posit of TDS and filling of return. 

Profile: Sound knowledge of accounting, Tally-9, 
maintaining the books of accounts up to balance 
sheet is desired. responsible for TDS deduction, de- 
posit of TDS and filling of return. 

Exp: 4-6, Location: Delhi 

Email: msmksmks@gmail.com 
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Post: Sr. Accountant 

Company: Acme Group of Organisation 

Job Desc: Practical knowledge of handling any ac- 
counting package, knowledge of finalizing accounts 
upto Balance sheet. 

Profile: Candidates having good knowledge & expe- 
rience in day to day accounting can apply. Knowl- 
edge of finalization is a must. 

Exp: 3-6, Location: Mumbai Suburbs 

Email: careersatacme@yahoo.in 
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Post: Chartered Accountant 

Company: Suntech Engineers and Contractors 

Job Desc: Responsible for examining & evaluating fi- 
nancial systems, management procedures and inter- 
nal controls to ensure that records are accurate and 
controls. 

Profile: Candidate should be Chartered Accountant 
(C.A.) with minimum 3-5 years experience in Coordi 
nating with auditors, tax consultants and account- 
ing firms on Accounts/Tax and Finance related 
issues. 

Exp: 3-5 

Location: Abu Dhabi 

Email: cv@suntechengs.com 
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Post: Accounts Executive 

Company: Progressive Constructions Ltd. 

Job Desc: Responsible for entering of Cash books, 
Bank books and Journal entries, updation of Tally 
and inventory records on day to day basis. 

Profile: Responsible for updation of Tally Accounts 
and inventory records on day to day basis, ensure 
that payment to creditors are correctly paid & other 
general activities and other works as delegated by 
management. 

Exp: 3-6 

Location: Muzafarpur 

Email: hr rrcpl@gmail.com 


Post: Commercial Executive 

Company: J L Morison India Ltd. 

Job Desc: To prepare monthly billing as per the dis- 
patch and to ensure it reaches the customers on 
time, to follow up for outstanding payment. 
Profile: Incumbent will be required to prepare an 
MIS report, to prepare and maintain a reconciliation 
statement of invoice and commercial invoice to ful- 
fill audit requirement. 

Exp: 3-6 

Location: Delhi 

Email: delcm@jlmorison.com 


Post: Senior Accountant 
Company: Paypal India Pvt. Ltd. 
Job Desc: Key responsibilities would be as follows: 
Vendor payment and management, expense 
booking/accounting and processing including em- 
ployee reimbursements (travel and non travel re- 
lated) and cash advance. 

Profile: Applicants will need to demonstrate famil- 
larity and proficiency in the following areas: Execut- 
ing on efficient, yet control robust, procedures for 
core accounting functions including General Ledger, 
Accounts Payable, Procurement etc. 

Exp: 3-5 

Location: Chennai 

Email: mhiggins@paypal.com 
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SDRs 


The Yin and Yang of China’s Demand 


quite a stir in the western countries when he said: time has 
come for the SDR to replace the dollar as the ‘super-sovereign re- 
serve currency of the world. And this time round, the US cannot 
afford to shrug it off as a periodic call numbering the days of dollar 
as the world’s dominant currency. 

For, today, America is not what it was when Keynes sug- 
gested, in 1944 at Bretton Woods, the creation of a global re- 
serve currency, ‘bancour’, so as to insure it from the vicissitudes 
of any single economy to casually wave it off. America was then 
a current account surplus country, while it is today a current 
account deficit country, that too, weighed down by far bigger 
fiscal deficits. Secondly, dollar was then pegged to gold, which 
means, unlike now, it could not print currency freely. It is pre- 
cisely for this reason that the US—when its economy came un- 
der great strain during the Vietnam War—was to give up 
dollar’s gold standard in 1971. 

That aside, in the light of today’s significant 
world macroeconomic imbalances, a need has 
certainly arisen forrich countries as well as the 
countries with huge forex reserves to take a se- 
rious re-look at the international monetary sys- 
tem, if the recovery from the current economic 
meltdown has to be sustained. Countries like 
the US that are running current account defi- 
cits are saddled with far bigger fiscal deficits 
than those countries with current account sur- 
pluses, and this is all set to grow further, as the 
US implements its fiscal stimulus to revive its 
economy by freely printing currency, simply because the current 
account surplus countries such as China are bound to import a 
greater chunk of that stimulus introduced by the US. 

One estimate of the OECD reveals that the US public debt is 
likely to jump by almost 40% of its GDP in the coming three years. 
And obviously, China is worried—worried because a great chunk of 
its foreign exchange reserves of around $2 tn are in the US dollars 
that are, perhaps, all set to depreciate. Which means, China is 
being challenged by a battery of questions: Can it preserve the 
value of its foreign currency reserves? How to resist the pressure 
from the EU and the US on the exchange rate of renminbi? How to 
relieve itself of the blame for the crisis? Most importantly, how to 
preserve its export-led developmental model? 

Obviously, led by these concerns, Zhou, the Governor of the 
People’s Bank of China, pushing aside their high savings as a 
reflection of their tradition, culture, and stage of economic devel- 
opment and hence “cannot be adjusted simply by changing the 
nominal exchange rate”, smartly averred that time has come for 
the SDRs to supplant the dollar as the world’s ‘super-sovereign 
reserve currency . 

However self-seeking its motivation behind the call for 
SDRs might be, one cannot ignore China’s call for reforms in 


(fae Miaochuan, China’s Central Bank Governor, caused 
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international monetary system, for Triffin Dilemma is stil 
fact of life. Even for the US, as Joseph Stiglitz argued, it is ' 
status of its dollar as global currency and the resulting glo 
demand for dollars that supplanted demand for US produ 
and services, leading to huge trade deficits. And, it is t 
chronic current account deficit that is worrying many eco: 
mists and policy makers. That’s where, China’s call for SD 
merits careful consideration. 

Having said that, it is also essential to remember that n 
ther SDRs are a currency of the IMF nor IMF is a central bai 
SDRs are only its unit of account. Its value is defined by a bas! 
of international currencies—34% euro, 11% J apanese yen, 1: 
pound sterling and 44% US dollar—to ensure that it reflects t 
relative importance of currencies in the world trading and fing 
cial systems. Currently, SDRs are allocated to members in p 
portion to the countries’ existing quotas. There are two ways 
exchanging SDRs for currencies: one, by a bil 
eral voluntary agreement; and two, IMF can d 
ignate members with current account surplus 
to purchase the SDRs from members with c1 
rent account deficit. It is, perhaps, this cumbi 
some procedure of exchange that failed SDRs 
winning the confidence of member countri 
though in vogue since 1969. Of course, as st 
gested by Zhou, by creating “an open-ended SD 
denominated fund” at the IMF into which doll 
balances could be exchanged for SDRs, not or 
the usage of SDRs can be increased, but also t 
run on dollar can be arrested. 

Such a measure is certainly a winning proposition, but t. 
important question that begs an answer is: Will it make Chi 
understand that the world cannot absorb the kind of curre 
account surpluses it is likely to generate adopting the kind 
development model it has? It means, dollar or no dollar as tl 
global intervention currency, hoarding such huge foreign e 
change reserves via currency manipulation would become ev: 
more threatening for the stability of global economic growt 
Which is why China must change its economic strategy to e 
courage domestic consumption sharply and sustainably and | 
willing to join hands with the US in enabling it make necessa: 
adjustments to come out of its chronic current account defic 
through increased national savings by adjusting its curre) 
practice of fixed exchange rates. As a quid pro quo to the i 
creased adoption of SDRs as intervention currency, China mu 
also simultaneously contribute substantially to IMF's lendir 
facilities. And for the long run stability of global econom 
growth, US and Europe must see the merit in China’s argume! 
to adopt SDRs as an alternative to dollar and pave the way fi 
their increased.usage. = * 

= Bi. 
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Elections 2009 
Electorate Puts India into a New Orbit 


The election results are out. And they are pretty encouraging—encouraging, not 
because the electorate has put the UPA in the seat of power, but because they 
have simply belied many of the pre-election fears. To a considerable extent, the 
current mandate has shunned ‘regionalism’. A ‘national trend’ did emerge, 
though not to the extent desired—the combined seat share of the two national 
parties in the Parliament has just gone up from 283 in 2004 to 322. Impor- 
tantly, the electorate has put in place the much-needed ‘promise of stability’ by 
returning the UPA to power with an unexpected number of seats, besides show- 
ing their place to forces that have earlier expended their energies more in bar- 
gaining for a slice of power than pursuing national interest. A crumb of comfort 
for the nation as a whole! 

The changed scenario is good enough to enable the new Prime Minister to 
exercise his authority—not figuratively but actually—in selecting the right 
people to the ministerial berths. Such a decisive move is a must for strengthen- 
ing the national security, both externally and internally. And no national secu- 
rity is possible without political and economic security to the people. It means, 
the government has to address the issue of creating a social safety net that 
covers the need for food, education and healthcare of the poverty-stricken people 
most urgently. Here, what importantly matters is ‘efficiency’ in delivery of the 
promised benefits to the intended groups. To ensure that this happens, the new 
government must strive to reduce the discretion of politicians by strengthening 
the functioning of independent institutions of governance. 

Initiation of such poverty eradication programs, that too, on a massive scale, 
are likely to be constrained by the current slowdown in our economic growth—of 
course, a resultant phenomenon of the current global economic meltdown—and 
the resulting need to stimulate growth through practicing expansionary mon- 
etary and fiscal policies without the fiscal deficit, which is already hovering 
around 10%, getting further worsened. It is indeed a great challenge. The new 
government should, therefore, strike a balance between the policies meant for 
stimulating growth and containing fiscal deficit—without being carried away 
by hubris. 

In all these pursuits, what matters most is sustained high economic growth, 
for unless additional wealth is created, no poverty eradication program can be 
undertaken. It means, economic reforms in a big way—at least launching of 
such measures, which would act as confidence-boosters. Hopefully, there would 
be little noise this time around when the government pursues new reforms. 
However, it does not certainly mean unbridled economic reforms. Reforms are 
to be initiated solely based on our convictions/native wisdom—that ensured our 
financial structure remained in good shape despite global breakdown—and not 
based on western dogmas. There is an urgent need to improve our infrastructure 
by giving a thrust to public-private participation. Financial sector reforms 
must ensure availability of banking and insurance services that are reliable 
and affordable across the country. Debt markets must be made efficient in 
providing timely credit to every aspiring entrepreneur, for that is one of the best 
means to face the challenges posed by unemployment in the country. 

The electorate has indeed put India into an altogether new orbit, and it is 
now up to its political leadership to put it on a stable growth trajectory that 
ensures comfort to every citizen. No doubt, it is a great responsibility thrust on 
the new Prime Minister and his team of ministers, but it is also a unique 
opportunity. They need to fix the disarrayed governance and pave the way for 
‘inclusive growth’—seize the opportunity, for it cannot be squandered. 

India Jai Ho! 

GRK Murty 
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Once glabal growth starts to pick up, central banks will have to scale back 
their support for the economy. Insistence is put on the exit strategy, on the 
medium-term path that permits us to go back to a normal situation, a sound 
and sustainable situation. 


— Jean-Claude Trichet, President, European Central Bank 


We're doing half-measures that help the economy limp along without 
fully recovering, and we’re having measures that help the banks survive 
without really thriving. W2’re doing what the Japanese did in the nineties. 
Pm mostly worried that the US and the eurozone will have Japanese-type 
lost decades. 

— Paul Krugman, Nobel Laureate in Economics 


The economic environment has conditioned our strategy. While we have 
disbursed loans, there have been repayments in the normal course. We are 
focusing on growing our retail liabilities and strengthening our distribution 
strategy. 

— Chanda Kochhar, MD & CEO, ICICI Bank 


What is of concern is that some of the basic and core industries such as 
metal products, and basic metal and alloys, have shown deep deceleration. 
This reflects a serious demand slowdown, sluggishness in investment activity 
and a continuous fall in exports. 


— Harsh Pati Singhania, President, Federation of Indian Chambers of 
Commerce and Industry (FICCI) 


Unlike banking or insurance, the mutual fund industry does not have an 
unblemished record. Also, it dees not have a track record for secular growth. 
So, the regulatory capital should be enhanced. Otherwise there are non-seri- 
ous players along with systemic risks. 

— UK Sinha, Chairman and Managing Director, 
UTI Asset Management Company (AMC) 


Every opportunity one misses looks to be a loss, and sometimes appears to 
be a gain. Satyam was an opportunity, which we would love to have won, but 
the fact that we lost it also gave a chance to go back to our core operations. 


— AM Naik, Chairman & MD, L&T 


If you want external sector reforms or financial sector reforms, you need to 
have a fiscal deficit which is under control. And, for opening up real sector, we 
need to first open up controls within our country. 


— Dr. YV Reddy, Former Governor, Reserve Bank of India 


We are currently drawing up a plan to increase product sourcing from India. 
India is already a major export hub for the Middle-East, Nepal and Bhutan, 
and we are further looking at Europe & Central Asia. The idea is to grow export 
revenues by 50% year-on-year. 


— Moon B Shin, Managing Director, LG Electronics India 


| ume 2009 | 


How to Reach 


THE 


ANALYST 





SEND YOUR FEEDBACK/ARTICLES TO 
The Editor 
The Icfai University Press 
6-3-354/1, Stellar Sphinx, Road No. 1 
Banjara Hills, Panjagutta, Hyderabad-34 
Andhra Pradesh, India. 

Tel: +91(40) 23430-448 to 451 
Fax: +91(40) 23430-447 
E-mail: info@iupindia.org 

analyst@iupindia.org 
Website: www.iupindia.org 


ADVERTISEMENT ENQUIRIES 


David Wilson, Sr. Manager 
The Icfai University Press 
126, Mahalaxmi Towers 
Srinagar Colony, 
Hyderabad 500 073. 
Ph:+91(40) 2342 3101 to 3105 
Fax: +91(40) 2342 3111 
E-mail: mkt@iupindia.org 


SUBSCRIPTION DETAILS 





One Year Rs. 940 Rs. 1,140 






Rs. 3,000 


Five Years Rs. 4,000 


Payment to be made by crossed 
Demand Draft drawn in favor of 
“IUCF A/c-Hyderabad,” Hyderabad. 
Visa & MasterCard holders can subscribe 
online or fax their subscription order 
indicating their credit card number, name, 
amount, expiry date, duly signed. 


For subscriptions and related enquiries, 
write to: 
Executive, Subscriptions 
The Icfai University Press 
# 52, Nagarjuna Hills, Panjagutta 
Hyderabad - 500 082. 
Tel: +91(40)23435-368 to 374 
Fax: +91(40)2335-2521 
E-Mail: serv@iupindia.org 


| Chartered Financial Analvet 


16 BRIC Economies 
e 
34 Tapping the Too 
44 indian nias | 

5 1 conative Energy 


74 Credit Policy 2009-10 
29 us Municipal Bonds 
‘57 Gilt Funds 


Chartered Financial Analvst 


COVER STORY 20 


India’s Balance of Payments 


India is currently facing a severe bal- 
ance of payments deficit, which, if not 
contained now, will ignite a crisis of 
similar proportions witnessed in the 
1990s. 


39 Entry of Foreign Banks 59 


47 Brazilian Banks 


68 
64  GSK-Pfizer Joint Venture 
72 Sharp’s Global 79 
Production Model 
82 


9 Global Economy 


12 Tech Mahindra-Satyam Deal 





US’ PPIP 


Investing in Gold 


Pride and Prejudice 


LTTE 





CHARTERED FINANCIAL ANALYST 


lina ANNA E 


MARKET NEWS 





Sensex’s Historic 
surge on UPA‘s 
Historic Win 


pity markets were fro- 
zen on May 18, 2009 as 


benchmark indices hit the up- 
per circuit twice in thumping 
reaction to UPA’s phenom- 
enal win at the general elec- 
tions. Bulls stormed the 
bourses as Sensex recorded 
its fastest ever surge in its 
history by taking not more 
than few minutes to rise by 
more than 2,000 points. 

The Sensex gained 
1.305.97 points or 10.73% to 
reach 13,479.39 when trade 
was halted for the first time on 
that morning. The trend was 
no different later and it shot up 
to 14,284.21 immediately af- 
ter the resumption of trade, re- 
cording an incredible gain of 
2,110.79 points or 17.34% for 
the day. The Nifty was up 
17.74% or 651.50 pomts when 
the trading was halted. As the 
Nifty hit the 20% upper circuit 
soon after trading resumed, 
trading on beth NSE and BSE 
was halted for the day. 

All sectoral indices rose 
significantly with banking 
spearheading the rally. With 
no Left parties in the coali- 
tion and the Congress com- 
bine winning the polls by a 
handsome margin, it is now 
reckoned that reforms will 
get a much-needed boost and 
that the new government will 
go all way out to provide the 
necessary thrust to revive the 


sagging economy. 


India Pips US and 
UK in IP Laws 


ccording to a survey con- 
ducted by London-based 
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Toyota Plans Top-Level Overhaul 


oyota Motors, the 

L world’s largest auto- 
maker is mulling drastic 
management overhauls in 
its 70-year history. Soon 
Akio Toyoda is going to step 
up as the chief executive to 
run Toyota show. He will re- 
place Katsuaki Watanabe 
and he will be the first 
member from its founding 
dynasty to become chief ex- 
ecutive. From a string of 
profits, Toyota posted an 
unprecedented loss of ¥437 
bn ($4.6 bn) this year. And 
the 52-year old Toyoda is 
preparing one of the biggest 
overhauls in the company’s 
history and is planning to 
replace two-fifth of its se- 
nior managers. He is plan- 
ning to prepare a sweeping 


Consumers International, 
India topped the league charts 
globally in enforcing intellec- 
tual property laws by racing 
ahead of most advanced na- 
tions such as the US and the 
UK. Other countries such as 
South Korea, China, the US 
and Indonesia are ranked next 
to India in the ‘best-rated coun- 
tries’ category of its IP Watch 
List 2009. 

The IP Watch List which 
covers 16 countries from 
across the world is used to ex- 
amine the Intellectual Prop- 
erty (IP) laws and enforcement 
practices of these countries. 
This is the first-ever IP watch 
list by Consumer Interna- 
tional, which claims to be the 
world’s only global consumer 
advocacy body, and is exclu- 
sively focused on copyright-re- 
lated issues. 

Primary intention of this 
Watch List is to assess how 


reorganization of its key 
North American business 
that would unify its separate 
sales and manufacturing 
arms. 

The management team 
in the meantime will be 
charged with restoring Toyota 
to its long-envied position as 
the world’s most profitable 
carmaker. Analysts say that 
reorganization may require 
painful reductions to Toyota’s 
production capacity, which is 
designed to build 9m cars and 
light trucks a year against the 
company’s projected sales 
this year of 6.5m. Toyoda has 
pledged ‘bold reforms’ but pro- 
vided few details. Under the 
management reshuffle 
scheme, 50% of the directors 


well the copyright laws and 
enforcement policies of the 
surveyed countries support 
the interests of consumers. 
The fact that India has been 
awarded an overall rating of 
‘A’, reflects how well the 
country observes consumers’ 
interests in its national 
copyright law and enforce- 
ment practices. Notably, the 
UK, the country where copy- 
right law was first devel- 
oped in the 16" century, has 
been put among the worst- 
rated nations. Other coun- 
tries which come under this 
category are Thailand, Ar- 
gentina, Brazil and Chile. 


Recent Initiatives of 
NABARD 


ii ee National Bank for Ag- 


riculture and Rural De- 
velopment (NABARD), set up 





on Toyota’s 29-member board 


will be new to their positions, 
according to company state- 


ments. Toyota will have four 


new executive vice-presidents 
out of an expanded total of 
five, with three current execu- 
tive vice-presidents retiring. 
At the level just below the 
board, Toyota will anoint 18 
new executive managing di- 
rectors out of the total of 50, 
all from within the company 
or its subsidiaries. 


on July 12, 1982 as a Develop 
ment Bank by an Act of the 
Indian Parliament, is the ape3 
institution in the country fo 
providing and regulating 
credit and other facilities for 
the promotion and develop. 
ment of agriculture, small. 
scale industries, cottage and 
village industries, handicrafts 
and other rural crafts and 
other allied economic activi- 
ties in rural areas with a view 
to promoting integrated rura: 
development and securing 
prosperity of rural areas, and 
for matters connected there- 
with or incidental thereto. The 
Bank, headquartered in 
Mumbai, has a pan-India 
presence thru’ Regional Of- 
fices at all State Capitals and 
around 400 District Offices, 
having staff strength of nearly 
5,000, comprising profession- 
als and support staff. On 
completion of its 25 year, the 
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Bank undertook a self-as- 
sessment of its performance 
vis-a-vis the mandate and 
the emerging requirements 
of its operating environment. 
A view emerged that 
NABARD had very largely 
met its expectations during 
the past 25 years and had 
pioneered many initiatives 
like the SHG-Bank Linkage 
Program, Natural Resource 
Management, Kisan Credit 
Card, etc. It was also felt that 
growth of the rural economy 


b comprising agriculture and 


non-land based SMEs and 
businesses would continue to 
be critical, as over 60% of the 
workforce depends on it. In or- 
der to enhance the impact of 
its functioning, especially in 
distressed and resource-poor 
regions, the Bank should not 
only redesign and reengineer 
its product range and work 


MARKET NEWS 


processes for the current set of 
operations using appropriate 
technology platform but also 
foray into new business areas, 
offer new products using differ- 
ent delivery mechanisms, and 
forge new partnerships with 
institutions in the public, pri- 
vate and voluntary sectors en- 
abling them to leverage funds 
for development initiatives. 
The financial sector reforms, 
especially those taking place 
in the cooperative sector, 
would also require NABARD 
to factor business risks in its 
operations more effectively. 
Such initiatives would also re- 
quire organizational restruc- 
turing, capacity building of its 
human resources as well as 
additional financial resources. 
A comprehensive strategy is 
therefore called for to accom- 
plish the above. 

For this purpose, the 


$120 bn Emergency Fund for East Asia 


E an independent move 
to guard Asia from the 
current financial crisis, 13 
East and South East Asian 
nations have agreed to cre- 
ate a $120 bn emergency 
fund. Japan, China and 
South Korea along with the 
10-member Association of 
South-East Asian Nations 
(ASEAN) have given green 
signals to the key compo- 
nents of the scheme, includ- 
ing the contributions by the 
individual countries. 

The present global re- 
cession has adversely im- 
pacted the trade and invest- 
ment in the region. And this 
emergency fund would pro- 
vide balance of payments 
support to the countries 
battered by the type of capi- 
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Bank is planning to engage a 
leading, professional consul- 
tancy agency to prepare a 
strategic action plan rel- 
evant for furthering the objec- 
tives as mandated in the 
NABARD Act, 1981 and to 
assist NABARD in rolling 
out the first year’s plan. This 
implementable plan would, 
inter alia, cover key aspects 
like Business Process 
Reengineering, Product De- 
velopment, Resource Mobili- 
zation, HRD, Organizational 
Structure and IT. 


Australia Unveils 
Record Budget 
Deficit 


N ustralia’s government 
as unveiled its largest 


budget deficit of A$57.6 bn 


tal flight that marked the 
East Asian financial crisis of 
1997-98. 

It is indeed a right step for 
Asia to lessen its dependence 
on the West. China and Ja- 
pan, the two big nations in 
the region, have each vowed 
to contribute 32% or $38.4 bn 
to the fund, known as Chiang 
Mai Initiative. South Korea 
has committed to 16% or 
$19.2 bn, with the rest com- 
ing from 10-member 
ASEAN. Malaysia, Singa- 
pore, Indonesia and Thai- 
land—would each contribute 
4%, or $4.7 bn to the fund. 
The Philippines would con- 
tribute to 3.1% while Viet- 
nam would add slightly less 
than 1% to the fund. The 
other contributors include 





Brunei, Laos, Myanmar and 
Cambodia. 

The fund will be set up 
before the end of the year, 
and a surveillance unit to 
monitor the region’s econo- 
mies will be created with 
the help of the Asian Devel- 
opment Bank (ADB) and 
the ASEAN Secretariat. 


(£28 bn) compared to a sur- 
plus of $22.7 bn in 2008. The 
current deficit is equivalent to 
4.9% of GDP. Wayne Swan, 
the Australian Treasurer, 
mainly attributed this huge 
deficit to a slump in the gov- 
ernment tax revenue due to 
the economic slowdown. He 
also warned that country’s 
economy would continue to 
shrink and predicted that the 
unemployment would rise to 
8.5% by middle of 2011. 

Australia posted a budget 
deficit last in 2000-01, when 
the government spending ex- 
ceeded its tax rate. Swan has 
pledged to return the budget 
to surplus in six years’ time. 
He is keen on creating suffi- 
cient jobs and building infra- 
structure in the country. He 
has allocated $22 bn to major 
road and rail projects. He is 
also confident that results 
from the October $10.4 bn and 
February $42 bn economic 
stimulus packages would 
slowly start showing off. 

Swan is also keen on push- 
ing up taxes and embark upon 
a course of responsible bor- 
rowing to cover up $210 bn fall 
in revenue due to the collapse 
in the mining boom and the 
global financial crisis. As ex- 
tra measures, Swan an- 
nounced that Australians 
born after 1952 will have to 
work an extra two years, to 67, 
before they can receive a pen- 
sion. Though this measure 
may create an anxiety to 
many, he says they would lead 
to a rise in pension payments. 
Also a paid maternity leave 
scheme will be introduced and 
the advance to first home buy- 
ers will be extended for six 
months before being phased 
out in December. m 
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M PERSPECTIVE 


Global Economy 


Green Shoots in Sight 





A redeeming feature of the current financial crisis is the very quick 
action by the major powers of the world. 


orld leaders of the 20 most 

powerful and emerging na- 

tions met in London on April 
2, 2009 to decide the course of action 
to tackle the worst economic crisis in 
two generations. The whole world, 
particularly the economists, business 
leaders, and finally the political lead- 
ers, looked for some positives; the 
most important step was to announce 
a $1.2 tn investment to be made by 
the G20 nations to rev up the world 
economy—a step that was also the 
most publicized one. While this posi- 
tive hype came like a tonic for a sick 
person, it was necessary, as this au- 


» thor pointed out in his address to the 


international conference in end Janu- 
ary, as negative reporting by the me- 
dia, both print and electronic, was one 
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— P K Banerjea 
Vice-Chancellor, Icfai University, Jharkhand 


of the many reasons for the snowball- 
ing of the subprime crisis. 

World leaders at the G20 meeting 
agreed to create new international 
money worth $250 bn. The IMF will 
oversee the new money called SDRs 
(Special Drawing Rights). Many be- 
lieve and particularly China hopes 
that SDRs will some day replace the 
US dollar as the main world reserve 
currency. There are many economists 
who are skeptical and doubtful 
whether SDRs can do so or whether it 
will remain as a derivative of US dol- 
lar. But China, being the second larg- 
est economy and a nation-state least 
affected by the economic meltdown, 
has a vested interest in making the 
SDR the world currency and there are 
valid reason for the same. They have a 


huge reserve in US dollar, and any sub- 
stantial depreciation of the currency 
will affect the country the most. 


World currency down the ages 

Before we go further into the current is- 
sue, let us delve into the history a bit. 
Most of the countries were on the gold 
standard before World War I, which 
means issue of currency was tied to the 
gold held in reserve by that particular 
nation. If the gold reserve fell in a par- 
ticular nation, they had to shrink the 
money supply, and such discipline kept 
the inflation in check, as nation-states 
could not print currency notes whenever 
they wanted. But World War I changed 
the scenario, as countries required lot of 
money to feed the war machine. That 
was when the nations abandoned the 
gold standard and went on a currency 
printing spree. There was another rea- 
son for abandoning the gold standard, 
as the bulk of gold production came 
from Russia and South Africa, and oth- 
ers refused to be at the mercy of those 
two countries for future money supply. 
This resulted in resorting to paper cur- 
rency that led to a runaway inflation. 
Presently, no countries want to anchor 
in gold as that will reduce the politi- 
cians’ flexibility to take populist mea- 
sures. This abandonment of the gold 
standard led to the Great Depression of 
the 1930s. Devaluation by countries to 


beat others led to the s g of world 
trade by almost 80%. pre the 
conclusion of the World W 44, 






the major nations that believéd4néfmar- 
ket economy met at Bretton W 
discuss and finalize a postwar world 
monetary system, where the World 
Bank, IMF and their subsidiaries were 
born. The famous British economist 
Milton Keynes proposed a new world 
currency named Bancor, anchored in 30 
commodities. But lack of political will 
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did not allow Bancor to see the light of 
the day. This was a sound idea, but the 
political leaders considered it a sinister 
move to curtail their sovereignty. In 
place of it, they tied the international 
system to US dollar, the only currency 
tied to gold, which was resented by 
USA, but still they agreed. But ulti- 
mately, it was abandoned in 1971, 
which led to all international currencies 
being floated against each other or a 
basket of currency. However, mostof the 
countries kept their foreign exchange re- 
serves in US dollar, barring a few coun- 
tries that kept their reserves in pound 
sterling, euro and yen. Now after the 
subprime crisis, the US economy is in 
dire straits and has run up large trade 
deficits and record foreign debts. As 
stated above, China is very coneerned 
about the depreciation of US dollar, as 
they have trillions of forex reserves in 
US dollar and they are advocating the 
SDR in a big way. The concept of SDR 


was introduced in the late 1960s, with 
the expectation that it would become 
the future world currency. But it is a sad 
reflection that in the last four decades, 
only 21 billion of this so-called world 
currency was issued, which is hardly 
0.3% of current world reserve. The an- 
nouncement, in the recently concluded 
G20 meet, of the issue of $250 bn worth 
of SDR has catapulted SDR to the 
centerstage. This is one of the major 
positive outcomes of the April 2 sum- 
mit, making SDR 4.0% of the world re- 
serve. China took the cue and promised 
to increase its contribution to IMF com- 
mensurate with its economic clout, 
while justifiably asking for a better 
weightage on its voting right in IMF. In 
a recent, very well-publicized speech, 
the Governor of the Central Bank in 
China has called for replacing US dollar 
with a ‘super sovereign currency’, and he 
did mention about the SDR. It is crucial 
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Many of the western economists feel that China’s 
pegging the dollar rate may be the root cause of 
the current global financial crisis. 


for China, otherwise their enormous re- 
serves would stand eroded due to the 
depreciation of US dollar, whenever it 
happens. According to Vijay Joshi, Fel- 
low of St. Johns College Oxford, China 
would like to exchange its entire reserve 
to SDR or to an equivalent world cur- 
rency, as its exchange rate will be much 
more stable than US dollar because it 
is an average of the major convertible 
currencies of the world. This means 
China wants to eliminate or reduce the 
risk, but the question arises as to who 
will take the risk in such an eventuality. 
This is the reason for the failure of nego- 
tiations in the early 1970s to make 
SDR a substitute currency. However, it 
may be noted that SDR is not a currency 
on its own; it is simply a potential claim 
on four national currencies. The SDR is 
linked to a basket of currencies with a 
weight of 44% for the dollar, 34% for the 
euro, and 11% each for the yen and 
pound sterling. As Swaminathan S 


i 


Anklesaria Aiyar opines, “Many coun- 
tries like India are also keen on a fresh 
issue of SDRs to improve cash avail- 
ability at a time when global lenders 
have withdrawn from developing coun- 
tries. New SDRs could be one more 
stimulus for the sagging world 
economy.” 


Funding the IMF 

It is nice to infuse more funds into IMF, 
but in these days of tight liquidity who 
will spare the fund? China is more than 
willing to contribute more to the IMF 
kitty, but in exchange wants more say in 
policy decisions of the world body, which 
probably the G8 countries may concede 
to the second largest economy in the 
world. Similarly, these countries may 
demand China to cooperate in the ex- 
change rate mechanism, depending on 
the market conditions. Many of the 
western economists feel that China’s 


pegging the dollar rate may be the rooi 
cause of the current global financial cri- 
sis. It is definite that the current eco- 
nomic crisis originated from world’s twc 
largest economies—USA and China 
The G20 countries met to resolve the 
crisis but many, including Martin Wol 
of Financial Times, feel that it is G2— 
USA and China—that should solve the 
problem; hence if only these two coun: 
tries meet, the problem can be resolved 
Of course, the Bretton Woods establish: 
ment still follows the archaic rules oi 
the US nominating the World Bank 
Chief and Europeans the IMF chief, and 
what China and India want is a level 
playing field if these two countries are 
to increase their contributions to the re- 
sources of IMF. 

Let us now examine the other out- 
comes of G20 meet. The G20 meet re- 
lease said that IMF resources will be 
enhanced by $500 bn, but it is not clear 
wherefrom it will come. China may con- 
tribute $40 bn, and another $200 bn 
may come from Japan, as promised ear- 
lier. That leaves a gap of $260 bn. While 
US may contribute $100 bn to fill the 
gap, Canada $10 bn and Norway $4.5 
bn, it is not clear how much Saudi 
Arabia will contribute. Same is the case 
with India, but the quantum will be 
known only after a new government 
takes charge in end May; however, gov- 
ernment sources indicate that it may be 
something around $6.5 bn. While all 
these put together may not be enough to 
bridge the entire gap, IMF needs more 
resources because of the absence of pri- 
vate lenders from the emerging econo- 
mies. But the main gains are the posi- 
tive signals from the world leaders, and 
already green shoots are visible in 
many economies, including India. 


Global economic outlook 

The Q4 results from India and Q1 re- 
sults from US and other western mar- 
kets are much better than expected. 
Similarly, stock markets all over the 
world have started showing signs of re- 
covery; this has boosted the sentiments 
of the market. For the first time in sev- 
eral months, real estate prices in US 
market have firmed up and auto indus- 
try is sending out positive signals. In 
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China, retail sales have gone up by 16% 
in real term compared to a year ago, and 
A fixed investment has gone up by a whop- 
ping 30%. Export has declined sharply 
due to the downturn in global demand. 
The ZEW index of economic senti- 
ment in Germany posted its first posi- 
tive reading since the summer of 
2007, boosting hopes that the worst is 
over. However, ZEW’s index of current 
conditions continued to slump, as re- 
ported by The Economist, for the pe- 
riod April 18-24. The same report also 
stated “...the threat of deflation re- 
mains. German producer prices fell 
more quickly than expected in March. 
And the retail-price index in Britain 
> fell by 0.4% year-on-year in March, its 
first drop since 1960.” Same is the 
case with other EU countries, includ- 
ing UK. As far as the Indian economy 
is concerned, this threat is non-exis- 
tent. Already some of the major US 
banks have announced results for the 
first quarter of the calendar year (that 
coincides with their fiscal) and there 
is good profit made by most of them, 
barring one or two major banks. 

US Treasury Secretary Timothy 
Geithner told the Economic Club of 
Washington on April 22 that US 
bears a substantial share of the re- 
sponsibility for the financial crisis the 
world faces today, but the world 
should work together to ease the situ- 
ation. The G20 leaders have taken 
steps in that direction in the summit. 
The Finance Ministers are meeting 
this weekend to further build on this 
firm foundation. Geithner cited IMF’s 
latest economic forecast that world 
economic output will decline by 1.3% 
against a normal growth rate of 4%; 
thus, the lost output could easily be 
between $3 to $4 tn. This, according to 
him, is an indication that the severity 
of the downturn is moderating. As it is 
necessary for the rest of the world that 
the US economy continues to grow and 
remain healthy, US also needs the 
rest of the world economy to grow so 
that their own growth is sustainable. 

Another redeeming feature of this cri- 
Sis is very quick action by the major 
powers of the world, which did not 
happen in the 1930s. 
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Indian economic outlook 

In India as well as China, the exports 
have declined sharply. But even with 
this decline, both the Chinese and In- 
dian economies are growing, may be at 
a lower rate, as both the economies do 
not depend too much on exports and 
have sound domestic demand. In a 
surprise move, the Reserve Bank of 
India (RBI) lowered the repo rates to 
4.75% with corresponding lowering of 
reverse repo and CRR, which will give 
further fillip to the growth rate of the 
economy. The Governor of RBI has 
forecasted a 6.5%-7% growth in the 
current fiscal, and a growth rate of 6% 
with inflation at 4% for the fiscal 
2009-10. However, the growth rate 
may exceed this prediction. The Gov- 
ernor further stated in his interview 
to a business channel on April 22 that 
money supply in 2009-10 will be 17% 
compared to 19% in fiscal 2008-09, 
and non-food credit will be 20% com- 
pared to 17.5% in fiscal 2009. The 
growth in deposit is expected to be 
18% compared to 20% last year. 

All the same, many analysts (in- 
cluding this writer) feel that the worst 
is over. With the various steps an- 
nounced by G20 leaders, stimulus 
packages offered by the governments of 
the major economies of the world, and 
the positive gestures of the world lead- 
ers, the world economic situation is 
likely to improve slowly but steadily. 
Unlike during the Depression of the 
1930s, during this global economic 
meltdown, all the government leaders 
have taken concrete steps to combat 
the crisis and minimize its impact. 

The Q4 results of the Indian corpo- 
rate are encouraging, especially in sec- 
tors like IT, Realty, Cement, Steel, 
Auto Infrastructure and Banking, to 
name a few. Taking into account all 
sectors as per the results reckoner of 
Business Standard, as on April 30 for 
the quarter ended March 31, 2009, 
with common samples of 394 compa- 
nies out of 420 companies whose re- 
sults were available, sales declined by 
1.3% to Rs 1,53,658.73 cr from Rs 
1,55,688.61 cr as on March 31, 2008, 
whereas profit declined by 2.38% to 
20,530.87 from 21,030.52 on the same 


basis. Some of the PSU banks have ex- 
ceeded their performance remarkably 
well. It may be noted that this decline 
comes after a very steep growth in the 
previous fiscal. However, the IT sector 
is expecting a difficult phase ahead, 
and it is here the recovery of the US 
and EU economies assumes impor- 
tance. 

Overall, things are looking up, but 
the recovery will be slow and it will 
take sometime for the economies to at- 
tain the growth seen in the earlier 
years. Montek Singh Ahluwalia, 
Deputy Chairman, Planning Commis- 
sion, India, said that the effect of 
stimulus packages announced by the 
RBI and the Finance Ministry will be 
felt gradually from the second quarter 
of the financial year, i.e., July onwards. 
This view is also seconded by Goldman 
Sachs. This is further confirmed by the 
return of the Foreign Institutional In- 
vestors (FIIs) to India. 

On the last Wednesday of April 
2009, FIIs were net buyers of equities 
worth Rs 344.50 cr. In the month of 
April, FIIs bought equities worth more 
than Rs 7,000 cr, with the BSE Sensex 
crossing 12,000, for the first time since 
October 2008. FIIs have invested $2.2 
bn in the last two months and domes- 
tic institutions have invested Rs 2.000 
cr during the same period. There may 
be some corrections in between, but 
that may not prevent us from calling 
these signs ‘green shoots’. 

ABN Amro has released its Pur- 
chase Manager’s Index (PMI) for the 
month of April 2009, which has 
breached 50 for the first time since Oc- 
tober 2008. In fact, it is 55.3, com- 
pared to 46.7 in the month of January 
2009. This index shows that the 
economy is improving. “The April PMI 
gives a very clear indication that busi- 
ness conditions in the manufacturing 
sector have improved significantly af- 
ter a period of sharp contraction and 
gradual stabilization,” said Gaurav 
Kapur, Senior Economist, India, ABN 
Amro, in a statement to the press. All 
these go to show that the future is not 
bleak after all.s= 
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Tech Mahindra-Satyam Deal 


Tough Tasks Ahead 
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Despite some complementarities, there lies a huge task ahead of Tech 
Mahindra before it produces any visible gain from this deal. 





ack in 1986, Keshub Mahindra, 

the iconic Chairman of 

Mahindra & Mahindra Group, 
had tied up with British Telecom to en- 
ter into telephony business in India. But 
at that time, the prevailing government 
had turned their telecom business plan 
down. The unfazed businessman then 
had switched his business plan and de- 
cided to enter into IT outsourcing under 
the banner Mahindra British Telecom 
(now Tech Mahindra), though heavily de- 
pending on the telecom contracts from 
its UK partner, British Telecom (BT). 
Twenty-three years on, Tech Mahindra 
is now the country’s fourth-largest IT 
company after acquiring the scam-hit 
Satyam Computer Services. 

By acquiring a company larger than 
its size, and that too a fraud-hit one, 
Tech Mahindra has shown to the world 
its oozing confidence that it can make a 
turnaround even to a scam-tainted com- 
pany. The deal costs Tech Mahindra a 
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whopping Rs 2,889 cr to acquire a con- 
trolling stake (51%) in the beleaguered 
Satyam, and it values each share of 
Satyam at Rs 58, a premium of 23% 
over its closing price. The deal has 
moved Tech Mahindra up the value 
chain and is accretive to it from the geo- 
graphical and business portfolio per- 
spectives and the size of the scale of op- 
erations. But from valuations and the 
operating synergies perspective, the 
deal seems to be a dud. Furthermore, 
upheaval tasks lie ahead of Tech 
Mahindra to orchestrate a turnaround. 
There remain challenges in terms of 
generating confidence among the cus- 
tomers and employees for Tech 
Mahindra and to reduce attrition of cli- 
ents to a bare minimum. In addition to 
that, there are uncertainties which will 
be there for a while with respect to re- 
statement of accounts, lawsuits and fi- 
nancial liabilities. The task is cut out 
for Tech Mahindra to help Satyam 


make a turnaround. And given its integ- 
rity, legitimacy as well as resources— 
human resources-wise, management- 
wise as well as finance-wise—and with 
Anand Mahindra at the helm of affairs, 
it is expected by many that Tech 
Mahindra will be able to get Satyam 
back on track. 


Salvaging Satyam 

The successful bid to acquire Satyam by 
Tech Mahindra comes around within 
100 days after the biggest corporate 
scandal in Indian history. The scandal 
came to light when Satyam’s disgraced 
founder B Ramalinga Raju ignomini- 
ously admitted that he had, over the 
years, falsified the company’s books to 
the tune of at least Rs 7,136 cr. The 
Satyam board was immediately dis- 
solved by the government and a new 
board was appointed in its place. The ef- 
fort to sell Satyam was initiated by the 
new board under the stewardship of six 
wise men, including former Nasscom 
President, Kiran Karnik and HDFC 
Chairman, Deepak Parekh. Pune-based 
Tech Mahindra pipped Indian engineer- 
ing giant L&T, which bid at Rs 45.90, and 
US investor Wilbur Ross, who bid at Rs 
20, to become the highest bidder. With 
the clinching of the deal, Tech 
Mahindra—the NSE-listed firm that is a 
joint venture between Mahindra & 
Mahindra Limited and BT Group Plc. 
(BT owns 31% of Tech Mahindra)—¢gets 
the management control of Satyam. 


Seizing the opportunity 

The deal has immediately catapulted 
Tech Mahindra into the big league of IT 
players, consisting of TCS, Infosys and 
Wipro. Post-acquisition, the combined 
entity is likely to garner revenues in the 
range of $2.2 bn. The revenue fo1 
Satyam which was around $1.8 bn is 
believed to have plunged to $1.2 bn af: 
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“The key challenges for Tech Mahindra really now are in terms of reassuring the 
customers, employees and investors that they have the right plans and the man- 
agement team to provide stability to the business operations of Satyam.” 


in a pathbreaking deal, Tech Mahindra has acquired 51% of scam-tainted 
Satyam, which has immediately meved Tech Mahindra up the radar. How 
do you see the deal? 

Dinesh: The deal is a good strategic fit for Tech Mahindra since 
the current business mix of Satyam will provide them the re- 
quired diversification in terms of industry verticals, geography 
presence, service portfolio and many marquee customers. Tech 
Mahindra combined with Satyam’s boek of business will attain 
the status of a large tier I diversified end-to-end IT and BPO 
service provider. 

Ramanujam: It has clearly meant a lot to Tech Mahindra on a 
couple of important parameters. Satyam might have been 
tainted during the last 100 days ar so, but let us not forget that 
Satyam is a well-respected company in the IT-enabled services 
space—a company that was spoken of in the same breath as 
companies like Infosys, Wipro and TCS. It is too early to predict 
the outcome of this deal as the money that the deal might entail 
is a fair amount. But Satyam’s blue-chip clients, many of whom 
are ‘who is who’ in their respective verticals, are perhaps the 


What made Mahindra go for Satyam? What are the advantages that Tech 
Mahindra can reap through this deal? 

Dinesh: Tech Mahindra already had close to US$1 bn rev- 
enue business, but all business being generated from one ver- 
tical— Telecom, and 60% of the revenue contribution from one 
customer—BT. BT also owns 31% of Tech Mahindra. While 
Tech Mahindra has diversified itself over the last 3-4 years by 
adding new services and customers to its portfolio leading to 
reduction of BT’s contribution from 82% to 60%, it was at the 
cusp where it had to move beyond one vertical and enter into 
the big league. To that end, this was a great opportunity for 
them to seize, which is reflected in their bidding at a premium 
price over other bidders and the prevailing market price of 
Satyam. 

Ramanujam: Mahindra, though it is a large, well-respected 
name in the automotive space in India, is not a large player in 
the technology space. It has a presence as a niche player in the 
telecom space, but this acquisition catapults the new entity into 
the league of large players in the technology space, with a huge 


greatest thing about this whole deal. 


ter the scam due to significant client 
attrition. Adding to Tech Mahindra’s 
revenue of $1 bn, the combined revenue 
would be around $2.2 bn going forward. 

With its existing business naodel, it 
would not have been possible for Tech 
Mahindra to enter into the hallowed 
group of IT biggies. It was obvious from 
the bid itself, which was almest 26% 
higher than the nearest bidder L&T, 
that Tech Mahindra was badly in need 
of Satyam. The Satyam offer has indeed 
come as a huge opportunity for Tech 
Mahindra which has been ardently 
looking for a way to diversify into the IT 
sector and grow to become one of the 
largest players in India. It would not 
have been possible for any one to ac- 
quire a company of Satyam’s capacity 
at such a low price, even a year ago. 

As Tech Mahindra essentially ca- 
ters services to the telecom space, the 
takeover of Satyam comes with mini- 
mum business overlap. Around 52% of 
Tech Mahindra’s business is derived 
from its primary client British Telecom, 
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talent base of over 50,000 people. 


hence the acquisition of Satyam, which 
has exposure to the verticals such as 
manufacturing, healthcare, financial 
services and auto with marquee clients 
like General Motors, General Electric, 
Cisco, Citibank, Qantas, Nestle and 
many others, will well-complement 
Tech Mahindra’s existing lines of busi- 
ness. It has indeed been an excellent op- 
portunity for Tech Mahindra to be able 
to raise their portfolio right away and 
become one of the largest IT services 
players in India. So, for Tech Mahindra, 
it definitely made some business sense 
to go for Satyam. Tech Mahindra mus- 
tered nearly three-fifth of its revenues 
from Europe in January-March quar- 
ter, though a decline in the British 
pound vis-a-vis the rupee over the year 
had eroded its profits. Post-acquisi- 
tion, Tech Mahindra will be able to 
spread its footstep in other major mar- 
kets of North America as well. The two 
entities could leverage their respective 
infrastructure and client base to prop 
up the combined business, but analysts 


opine that gains would accrue in the 
long run. 


Pressing concerns 

Even as the acquisition has some 
complementarities, there are many 
challenges to be confronted by Tech 
Mahindra before it produces visible 
gains. Turning Satyam around may not 
be an easy task, despite the fact that 
Tech Mahindra has the backing of 
Rs 30,000 cr parent Mahindra & 
Mahindra Group. It is for sure that the 
cost of the acquisition (nearly Rs 3,000 
cr) will stain Tech Mahindra’s finances 
particularly in these torrid days of li- 
quidity crunch. Basing these concerns, 
leading rating agency Fitch has down- 
graded Tech Mahindra’s rating in the 
run up to the acquisition of Satyam. 
Tech Mahindra does not have the expe- 
rience of running an operation that is as 
big, diversified, sophisticated and com- 
pletely different from its own as 
Satyam’s is—many Satyam clients are 
niche Fortune 500 companies. For a one- 
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For Satyam, what does the deal mean? 
| Dinesh: As far as Satyam is concerned, the ownership had to 
į change hands and the sooner the better. The era of uncertainty 
_ between the time the fraud was reported and the time the bid 
winner was announced did considerable damage to the business 
of Satyam. Satyam lost almost 10% of their number of clients 
and several thousand employees who walked out of the company. 
The government-appointed board did a terrific job in closing the 
sale process within 100 days and that should help in minimizing 
any further damage like a stop-loss transaction. Overall, it ap- 
pears good for Satyam customers, employees and investors that 
the winning bid is from a strategic investor, and they can expect 
the situation to become normal over time. 
Ramanujam: For Satyam, more than anything else, it means 
immediate breathing space and a sigh of relief after the scandal 
that rocked it. Satyam needed the reassurance of a corporate 
h name that stands for certain values, given the erosion ofits own 
rand name, thanks to poor management practices and a com- 
plete absence of ethics. 
What are the challenges faced by Tech Mahindra? And what would be its 
priorities? 
Dinesh: The key challenges for Tech Mahindra really now are in 
terms of reassuring the customers, employees and investors 
that they have the right plans and the management team to 
provide stability to the business operations of Satyam. Manag- 
ing the ongoing delivery, motivating the employees to stay com- 
mitted, reducing the loss of customers are really the top issues 
right now facing Tech Mahindra. Of course, there will be issues 


and challenges further down the road, given the uncertainties 
around litigation, financial restatements and liabilities, which 
they will need to handle as they unfold. 

Ramanujam: Tech Mahindra has its own share of challenges as 
it takes over a company that is large, really large. The priorities are 
really customers first and employees next, with the investors way 
behind in terms of importance and value. The new entity’s success 
is dependent on retaining as many of its clients as it possibly can, 
and one must remember that too is dependent on the people re- 
maining within the organization and continuing to stay motivated. 
The new entity must take a look at its own new brand and perhaps 
come up with something that is dramatically different as there are 
too many negatives with the Satyam brand at present. 

How do you see the future of this deal? 

Dinesh: The future of this deal will depend on how well Tech 
Mahindra is able to manage this acquisition. If they can do a 
good job of integrating the operations and cultures and manage 
the customer expectations and employee aspirations, this 
might be the best thing to have happened to both Tech 
Mahindra and Satyam. 

Ramanujam: I do hope that the deal will work as it is a tremen- 
dous thing for the Indian software sector and a tribute to corpo- 
rate India in that it has not let a large company fail. A lot will 
depend on how the new entity can seamlessly manage its old 
relationships and bring in new ones. Good luck to the new entity. 
It certainly deserves that in these troubled times. 


*Partner, TPI Advisory Services India P Ltd., Bangalore 
**CEO, Brand-Comm, Bangalore 


client, one-domain firm like Tech 
Mahindra, it may not be a cakewalk. 
Satyam still carries some legal bag- 
gage. For instance, Satyam is facing 
class action suits filed by the holders of 
its American Depository Receipts 
(ADRs). The Hyderabad-based com- 
pany is also fighting a legal battle with 
UK-based mobile services provider 
Upaid. Upaid claims that it lost out on 
a $1 bn opportunity because one of 
Satyam’s engineers sold the inventor 
rights for a particular technology to an- 
other firm. However, Tech Mahindra 
seems fairly confident that it can tackle 
these problems—there are chances of 
an out-of-court settlement with Upaid 
too. “We have done our due diligence 
and the liabilities aren’t as high as 
Upaid claims,” says Vineet Nayyar, 
VC, MD and CEO of Tech Mahindra. 


»Tasks cut out 

On top of Tech Mahindra’s priorities is 
connecting with Satyam’s clients. After 
Ramalinga Raju’s infamous confession 
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of deflated numbers, several customers 
of Satyam have opted out. Now Tech 
Mahindra can’t afford to lose more cus- 
tomers. At a press conference, Tech 
Mahindra Chairman Anand Mahindra 
said that he would be calling on every- 
one, from Vikram Pandit at Citibank 
and John Chambers at Cisco, to reas- 
sure them. “Satyam has over 500 cli- 
ents. I do believe we will have to address 
each one of them,” said Nayyar. 

There are tasks cut out for Tech 
Mahindra on the operational front too. 
Satyam’s Operating Profit Margin 
(OPM) is expected to be around 3%, 
whereas the industry average is 20%. 
Post-acquisition, Satyam’s operating 
margin is likely to improve, but getting 
them up to a respectable 15-20% level 
will take a long time. Another sensitive 
issue is the excess employees in Satyam. 
Even though the takeover creates a 
strong team, it is perceived by many that 
Satyam needs to cut some flab. But for 
Tech Mahindra, the top priority would be 
to make sure that employee morale does 


not sink any further. The Satyam staff 
need to be treated with utmost care and 
not like acquirees. The Mahindra group, 
given its good human resources prac- 
tices, well understands that Satyam 
employees need to be empowered. 
Keeping these flip sides aside, the 
acquisition will definitely help Tech 
Mahindra spread its risks. Its margins 
have not been among the industry’s 
best—in 2007-08, for instance, it was 
just 17%, compared to around 30% for 
Infosys. Experts feel that this is be- 
cause of its overdependence on British 
Telecom for business; however, it is 
likely that, post-acquisition, its share 
of revenues accruing from BT will come 
down to 25%. While margins should 
improve post-acquisition, the bottom 
line might be under strain for a couple of 
years because of the debt of close to 
Rs 2,200 cr that it will be taking on to 
fund the deal. Clearly, a lot has to hap- 
pen before the gains start flowing. = 
- Y Bala Bharathi and Sanjoy De 
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BRIC Economies 


Losing Ground 





Even the BRIC economies could not escape the fallout of the current 


financial crisis, though they were supposed to be decoupled from the West. 


— Arvind Sonmale 
MD & CEO. Global Trade Finance Ltd., Mumbai 





The lackluster nature of most MNCs’ 
emerging market strategies over the past 
decade does not change the magnitude of 
the opportunity, which is in reality much 
larger than previeusly thought. The real 
source of market promise is not the 
wealthy few in the developing world, or 
even the emerging middle-income con- 
sumers. It is the billions of aspiring poor 
who are joining the market economy for 
the first time. 


— CK Prahalad and 
— Stuart L Hart 


RIC is an acronym that refers 
to the fast developing econo- 
mies of Brazil, Russia, India and 
China. Jim O'Neill, the Head of Global 
Economic Research at Goldman Sachs in 
2001, first coined the acronym. The origi- 
nal report titled “Dreaming with BRICs: 
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The Path to 2050,” predicted that in less 
than 40 years, the combined economies of 
these countries would be larger than that 
of the top six nations today in US dollar 
terms. It stated, “About two-thirds of the 
increase in the US dollar GDP from the 
BRIC nations should come from higher 
real growth, with the balance through cur- 
rency appreciation. The BRICs real ex- 
change rates could appreciate by up to 
300% over the next 50 years.” The report 
also predicted that China and India will be 
the dominant global suppliers of manufac- 
tured goods and services, while Brazil and 
Russia would become similarly dominant 
as suppliers of raw materials. However, 
with the onset of the ongoing crisis, we saw 
the phenomenon of ‘flight to safety’ of capi- 
tal resulting in net outflows from these 
economies. Doubting Thomases have 
started questioning the BRIC story. 


BRIC-led growth 

In a recent article, Jim O'Neill has reit- 

erated that BRIC continues to be on 

solid ground. The latest forecast from 

Goldman Sachs for growth in the 

world’s Gross Domestic Product is 

around 0.6% in 2009. Goldman Sachs 
projects the advanced economies to de- 
cline by 1.2%, and so the global growth” 
is derived from the projected GDP 
growth of 4.7% in BRIC. The BRIC coun- 
tries will also be the only source of do- 
mestic demand growth globally in 

2009. Goldman Sachs has forecast 

that, in 2010, domestic demand growth 

in advanced economies will recover to 

1.2%, while in the BRIC economies, it 

will accelerate to 7.2%, fueled mainly 

by China’s stimulus. Therefore, coming 
on top of 2008, Goldman Sachs projects 
that for three consecutive years there 
will be global demand expansion led by 
the BRIC economies. By the end of the 
decade, they may be close to represent- 
ing 20% of global GDP. This is dramati- 
cally higher than any of the four sce- 
narios considered by Goldman Sachs in 

2001. The possibility—envisaged in the 

original report—of BRIC becoming col- 

lectively larger than the G7 by 2035 is 
becoming more and more real. 

The factors driving the growth in 
these economies include: 

e Sustainable growth: China and In- 
dia have two of the fastest growth 
rates in the world, and the rates look 
likely to be sustained. BRIC econo- 
mies are generating growth on large 
bases too, making their growth sto- 
ries more convincing. Unlike evolved 
economies, the markets here are not 
saturated and therefore have great 
scope for expansion. Brazil and Rus- 
sia too can grow at sustainable lev- 
els, though their growth rates are 
much more dependent on the price 
levels of commodities. 
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e Population: BRIC economies have 
some of the largest populations 
among emerging market 
countries. Companies from BRIC 
countries have large, competitive 
domestic markets Thus, they have 
strong bases and are already glo- 
bally competitive when they venture 
abroad. China and India are the 
world’s two most populous coun- 
tries. Brazil ranks 5“ and Russia 9° 
in the list of populous countries 

e Middle segment: Mature 
market multinational companies 
operating in BRIC markets tend to 
target only the premium segment— 
leaving local competitors free to 
serve the emerging middle market 
segments. The BRIC ‘middle seg- 
ment’ consists of those products 
with good basic functionality but 
without the superfluous frills of ex- 
cess packaging, branding, and dif- 
ferentiating features tc which many 
mature market consumers and com- 
panies have become accustomed. As 
the emerging markets’ middle 
classes grow, so will the companies 
that serve them. The middle seg- 
ment of BRIC economies is there- 
fore a treasure of opportunities 
waiting to be unlocked. 

e Natural resources: While China 
and India are the major poles of glo- 
bal manufacturing and service 
growth, the other two—Brazil and 
Russia--have abundant sources of 
commodities and energy The esca- 
lating energy and commodity prices 
of the last few years have brought 
rapid growth to both countries, en- 
abling them to develop active con- 
sumer sectors with a multitude of 
investable companies. 

e Access to capital: BRIC economies 
are finding it easier to access the 
major global pools of mstitutional 
capital, which significantly lowers 
the cost of their debt. All of them 
have built up foreign exchange re- 
serves, allowing them to break free 

, from reliance on foreign capital. 


? 


r 


BRIC nations too fall prey 
Before the failure of Lehman Brothers, 
many looked to BRIC economues as a 


bastion of economic stability. After all, 
they had high growth rates and sub- 
stantial foreign reserves. Their large 
companies were well-capitalized and 
the books of their banks were mostly 
free of the subprime loans, while doubt- 
ful investments were afflicting their 
peers in the US and Europe. Yet BRIC 
economies could not avoid the economic 
fallout from the troubles of the US and 
Europe: their stock markets plum- 
meted, their currencies weakened, and 
their exports to the West slowed consid- 
erably. The impact of the crisis on the 
financial markets and real economies 
has largely ended in speculation about 
their full ‘decoupling’ from the West. 
There is a strong lmk between financial 
stress In advanced and emerging econo- 
mies, with crises tending to occur at the 
same time in both. The large common 
impact of the current crisis across all 
BRIC economies is, therefore, not unex- 
pected; but the magmtude of the crisis 1s 


surprising. 


In need of proactive measures 
However, not everything is lost for BRIC 
countries. India and China are expected 
to register strong growth in the years to 
come. A PwC report titled “The World in 
2050” projects that the three major 
economies in the world in 2050 are 
likely to be China, the US and India. 
China is expected to overtake the US as 
the largest economy around 2025, while 
India 1s now assessed to be having the 
potential nearly to catch up with the US 
by 2050. 

Among BRIC nations, India, with 
trade comprising a smaller share of the 
economy, is relatively less exposed to 
the decline in global demand. The slow- 
down in India is primarily a result of 
weaker investment, reflecting tighter fi- 
nancing conditions and a turn in the do- 
mestic credit cycle. India’s financial 
markets—equity markets, money mar- 
kets, forex markets and credit markets 
—had all come under pressure from a 
number of directions. As a consequence 
of the global liquidity squeeze, Indian 
banks and corporates found their over- 
seas financing drying up, forcing 
corporates to shift their credit demand. 
to the domestic banking sector. How- 
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ever, it has to be kept in mind that th 
Indian banking system has had no d 
rect exposure to the subprime mortgag 
assets or to the failed institutions. | 
also has very limited off-balance shee 
activities or securitized assets. 

Brazil and Russia have been a 
fected much more by the crisis tha 
India and China. Dependent on sales « 
commodities that are shrinking ray 
idly in prices, Russia’s economy ha 
virtually fallen off a cliff. Brazil is als 
likely to stagnate for some time. Hov 
ever, the grim consumer outlook, th 
threat of unemployment and gener: 
siege mentality that have taken hol 
in the West are also largely absent i 
these economies. 

In China and India, sales of carı 
consumer durable goods and FMC! 
are still rising. This is in large part b 
cause of the measures taken by thes 
nations, which have clearly learned 
lot about macroeconomic policy mal 
ing from the Asian crisis in the la; 
decade. The present situation is diffe 
ent from the 1997 Asian crisis Tk 
most crucial difference between 20C 
and earlier is that, ın 1997, few looke 
up for economic leadership to the BRI 
economies. Instead, the world looke 
up to the US when currency devalu: 
tions or excessive debt affected Russ: 
and many parts of Asia. But not ar 
longer. 

Besides, BRIC nations have bee 
rather proactive in taking stimult 
measures to counter the slowdow) 
Each of these economies unveile 
stimulus plans amed at spurring d 
mestic consumption and boostin 
GNPs Brazil’s government has init 
ated plans for a $3.6 bn tax cut on pe 
sonal income, consumer loans and a 
tomobiles. Late last year, Russia w 
veiled a $20 bn stimulus, which i 
cluded a cut in profit tax. Apart fro: 
various measures already take: 
India’s government announced that 
would spend $4 bn more from Decen 
ber to March 2009 than previous] 
planned. China’s $586 bn econom 
stimulus plan is one of the largest evs 
announced in terms of sheer size. T} 
infrastructure overhaul will pum 
loads of money into low income hou 
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China 4,402 
India 1,210 
Brazil 1,573 
Russia 1,677 
Source: Intemational Monetary Fund (IMF) 

~ 2009 
China 6.5 
India 4.5 
Brazil - 6.0 
Russia -1.3 


Source: Internationa! Monetary Fund (IMF) 


ing, water and energy projects, air- 
ports, disaster relief and new railroads 
over the next few years. 

These stimulus plans are on top of 
several interest rate cuts from each 
BRIC economy. In China, the central 
bank has reduced interest rates and re- 
serve requirements and loosened credit 
ceilings. In India, the policy rate and re- 
serve requirements have been reduced 
and large liquidity injections have 
eased pressure in money markets. 

Apart from these, foreign exchange 
liquidity shortages have been alleviated 
by easing controls on capital inflows and 
introducing foreign exchange swaps for 
banks. Despite these actions, there is 
room for additional monetary easing in 
these economies. Interest rates remain 
high in real terms, especially in India, 
and further rate cuts would help bolster 
credit growth. Given the sharp deteriora- 
tion in economie activity, additional 
monetary easing also seems appropri- 
ate in all these economies. 


Outlook 


Looking ahead, BRIC governments 
must accelerate their plans to integrate 
their economies—for instance, by boost- 
ing demand at home, speeding up inter- 
BRIC trade and investment, and 
strengthening local financial markets. 
Only through such initiatives can BRIC 
nations hope to minimize the impact of 
future economic dislocations, whether 
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they originate inside their countries or 
outside. Companies seeking high rates 
of income and consumption growth will 
increasingly look to BRIC. The funda- 
mental drivers of BRIC’s growth—favor- 
able demographics, productivity gains, 
technology adoption, and cultural and in- 
stitutional changes—are still in place. 
The surprising levels of consensus 
achieved at the G20 meet has resulted 
in a renewed sense of optimism across 
the world. While a sum of $500 bn has 
been set aside to recapitalize the IMF, 
$250 bn has been set aside for trade 
finance. Whatever the impact of the ac- 
tion plan, the real historic significance 
of this moment may be the historic 
shift it marks—away from Western 
dominance to something bigger and 













ee Sees 
ig $ : k pti 





i 


much more global. Recently, China’s 


Premier, Wen Jiabao, informed the i 


world that he was a little bit worried. 
He was not worried about China, but 
about the US. “We have loaned huge 
amounts of money to the US, so of 
course we have to be concerned,” said 
Wen, warning the US to “honor its 
word and stay a credible nation and en- 
sure the safety of Chinese assets”. 
These words reflect the stature that 
BRIC economies, especially China, 
have acquired in the past few years. 
Even a few years back, such an open 
admonition of the superpower of the 
world would have been unimaginable. 
The BRIC story is far from over. s 
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india is currently facing @ severe balance’of payments deficit, which, if not 
contained now, Will’ignjig.a crisis of similar proportions witnessed in the 
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ver since the economic re- 

forms program initiated in 

1991, India’s performance on 
the external trade front has been phe- 
nomenal. Especially, during the last 
few years, strong foreign exchange re- 
serves and capital inflows have posi- 
tioned India as externally resilient and 
a preferred destination for foreign in- 
vestments. However, in recent months, 
the global financial crisis has taken a 
toll on the country’s foreign trade and 
inflow of foreign investments. The Bal- 
ance of Payment (BoP) figures released 
by the central bank, particularly, por- 
trays a grim outlook for India’s external 
sector. According to quick estimates by 
the Reserve Bank of India, the Current 
Account Deficit (CAD)—difference be- 
tween exports and imports of goods and 
services—widened to $119.4 bn in 
2008-09, compared to $89 bn in the pre- 
vious year. The third quarter of 2008-09 
has turned out to be particularly nasty 
for both trade and investments. India’s 
CAD recorded $14.6 bn during the pe- 
riod, making it the highest quarterly 
deficit since 1990. The capital account 
also recorded a deficit of $3.68 bn dur- 
ing the period for the first time since the 
first quarter of 1998-99. 

The combined impact of widening 
current account deficit and net capital 
outflows led to a deficit of $17.88 bn in 
the overall balance of payments during 
the third quarter of 2008-09, compared 
to the record surplus of $26.7 bn during 
the same period of last fiscal. This also 
means that the country’s forex reserves 
depleted by the same amount during 
this period. Some analysts are of the 
view that though India’s current account 
was in deficit for many years, the net in- 
flows of capital were sufficient enough to 
finance the current account deficit. How- 
ever, this fiscal’s figures create doubts 
whether this trend can be continued. 
They view that further deterioration of 
this situation would cost the economy 
severely by putting pressure on the ru- 
pee and reducing India’s attractiveness 
to the prospective foreign investors. 
This could have implications for all as- 
set classes including equities in India. 
They say that this situation reminds 
them of the BoP crisis of the 1990s. 


India’s Balance of Payments 


Sinking fortunes 

Since the liberalization of India’s trade 
in 1991, India had been attracting loads 
of foreign investment in the form of port- 
folio investment and foreign direct in- 
vestment. Also, Indian products had 
found good number of buyers in the de- 
veloped countries. India’s balance of 
payments— current account and capi- 
tal account together—had been portray- 
ing a bright picture during the period. 
Current account highlights the move- 
ment of trade in goods and services, and 
the capital account highlights the move- 
ment of foreign investment flows. The 
global financial crisis has severely af- 
fected the country’s exports, especially 
the service exports and the foreign in- 
vestment inflows. India’s CAD aggre- 
gated 5.43% of GDP in 2008-09, as 
against 1.5% in 2007-08. This suggests 
an awful condition. 

In the light of these developments, 
analysts say that two particular as- 
pects remind them of the BoP crisis 
that plagued India before the liberaliza- 
tion. One, this is the first time India has 
recorded the highest quarterly current 
account deficit since 1990, when the In- 
dian economy was staring at an abyss. 
Two, the total BoP is in negative terri- 
tory for the first time since the first 
quarter of 1998-99, when the invest- 
ment flows to the emerging markets in- 
cluding India were affected due to the 
Asian financial crisis. 

During the last decade, current ac- 
count did decline many a time, but it 
was more than offset by the increases 
in capital account. Thus, the foreign in- 
vestment flows were a savior of the In- 
dian economy. Analysts are of the opin- 
ion that the current stress on the BoP 
is not because of widening trade deficit 
or a dramatic decrease in service ex- 
ports. They say that the key component 
in the BoP deficit is the setback in 
capital account balance. Though port- 
folio inflows were declining since Octo- 
ber 2008, they fell exceptionally during 
the October-December 2008-09 quar- 
ter. Similarly, ECBs and FDI inflows 
have also thinned substantially, as 
global markets are reeling under the 
menace of global financial crisis. 
Added to this, there were significant 
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INTERV EW m Kiran Nanda | = Rajesh Mokashi” 


“The 1991 crisis was caused due to a mix of fiscal mismanagement, external sector 
challenges and an adverse situation in the Gulf impacting NRI deposits. The prevail- 
ing mix of conditions are far more comfortable. ” 


What is your view øn the ballooning current account and capital 
account deficits? 

Kiran: While the deficits have widened, it is expected 
that the revival of the global economy by early next year 
may ease the deficit situation considerably. The rupee 
has depreciated eonsiderably during last few months. 
However, with the easing of the global meltdown and con- 
sequently greater inflows of FII and FDI, the rupee may 
again start gaining strength. India’s current account defi- 
cit is expected to shrink from 3.5% of the GDP in 2008-09 
to 1.5% of the GDP in the current fiscal. Shrinking import 
bills due to the fall in oil prices may also aid in lowering 
the current account deficit. Inflows by way of private re- 
mittances may also ease the situation further. 

Rajesh: FY09 has seen much deterioration in key ele- 
ments underlining the balance of payments situation. 
Trade deficit, for example, has deteriorated from $ 88.5 
bn in FY08 to $119 bn in FY09. However, in March, we 
witnessed a greater fall in Imports vis-a-vis exports. The 
burden of oil imports has reduced because of the declin- 
ing world demand and the fall in prices. However the 
non-oil imports may not show as bad a fall as exports, as 
the domestic demand does not seem to be as badly af- 
fected as the global demand. Hence, we should witness 
neither a significant improvement nor a significant dete- 
rioration of trade deficit. Moreover, with the advent of a 
stable government and the impact of the fiscal stimulus 
packages being felt fully, confidence in the India growth 
story seems to have improved. Hence, we could witness 
stronger capital account inflows in the coming months. 
So, indications are that the BoP situation may improve. 
Do you foresee any BoP crisis akin to that of 1991 crisis? 
Kiran: No. The 1991 BoP crisis arose due to a different 
set of conditions, mainly on the domestic front. On the 
other hand, the current situation is due to external 
causes and once the external situation resolves itself, 


India’s BoP situation may improve. Moreover, along with 
exports, imports too are declining, thereby reducing the 
trade deficit. 

Rajesh: Well, to compare the present situation to that of 
1991 will be off the mark. Despite all the volatility experi- 
enced in FII flows, India continues to have a forex cover for 
nearly 11 months. FIIs themselves constitute just about 
20% of the total forex. Even leaving out External Commer- 
cial Borrowing (ECB) from the picture, the forex cover 
would still cover for six months of imports. Moreover, the 
BoP situation may, as is mentioned above, improve in the 
near future. The 1991 crisis was caused due to a mix of 
fiscal mismanagement, external sector challenges and an 
adverse situation in the Gulf impacting NRI deposits. The 
prevailing mix of conditions is far more comfortable. 

How do you think the current BoP situation is impacting the value 
of the rupee? 

Kiran: After averaging over Rs 50 per dollar in April 
2009, the rupee appreciated to Rs 49.25 per dollar by 
May 8, 2009. However, with the easing of the global situ- 
ation, greater inflows of FII and FDI, the rupee may again 
start gaining strength. It is essentially the external situ- 
ation which is impacting the demand for the rupee. It is 
now believed that the worst of the economic slowdown is 
over and FIIs may again start looking at India as an 
emerging market for their investments. A shrinking cur- 
rent account deficit and stable capital flows should help 
the rupee move up against the dollar. 

Fundamentally, the rupee is likely to appreciate from 

the current levels during 2009-10. The rupee is likely to 
average Rs 48-49 per dollar in 2009-10. 
Rajesh: Widening current account deficits and net for- 
eign fund outflows have considerable downward pressure 
on the rupee. However, exporters have not been able to 
benefit due to depressed world demand. 


outflows of Flls, banking capital and 
short-term trade credit from the 
country. 

Faster decline in imports compared 
to decline in exports during the period 
has mainly doubled the trade deficit. 
Over the last few years, though the im- 
ports outpaced the exports, the effect 
got nullified by the strong ‘invisible’ 
earnings, which consisted of the robust 
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export earnings of software and busi- 
ness services and private transfers/re- 
mittances by non-resident Indians. 
Analysts say that the invisibles played 
spoilsport in the case of Indian BoP dur- 
ing the October-December quarter of 
2008-09. Remittances and earnings 
from software exports declined by 18% 
and 10% respectively on q-on-q basis 
during the period. In fact, gross invisible 


receipts declined to 18.8% during the 
period April-December 2008, from 
30.1% during the corresponding period 
in 2007. This decrease highlights the 
slow pace of growth in receipts from 
travel, business services and invest- 
ment income. Unprecedented job losses“ 
in developed countries like the US and 
UK have also terribly affected the pri- 
vate transfers to India, and heavy 
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Do you think the $252 bn forex reserves are sufficient to tackle the 

\ Current BoP situation? 

* Kiran: Yes. Any short-term constraints in the BoP can be 
‘managed with the present foreign exchange reserves. 
Rajesh: Strong political cues improving India's image as 
a destination for investment, stronger prospective capi- 
tal inflows and a falling import bill are positive signals 
on the forex front. However, the revaluation effect in the 
backdrop of a volatile world economy and the need for 
maintaining exchange parity may not lead to a signifi- 
cant increment in the forex. However, even if the forex 
levels are maintained at the current levels, they may 
provide about 8-11 months of import cover, which ap- 
pears comfortable. 

How do you think India can respond to this imbalance in its exter- 
nal sector? What lessons can India learn from other countries’ 
pmanaging such situations? 

- Kiran: India should focus on attaining a current account 
surplus like many other Asian countries. India also has 
to take a strong stand against the protectionist tenden- 
cies of the developed countries, since this will have far 
reaching impact on India’s booming service exports and 
hence its foreign exchange earnings. Also, nurturing the 
service sector (especially software exports) will stand in 
good stead for India, since earnings arising out of exports 
of invisibles will pay for our imports, as it has been the 
case until now. There is also an emerging view that the 
foreign exchange reserves should not be piled up or used to 
finance the deficits of other countries, but the resources 
should be deployed in productive uses and should be effec- 


India’s Balance of Payments 


tively invested, keeping national interests in mind. 
Rajesh: Boosting up domestic demand through employ- 
ment generating projects, especially in the infrastructure 
segment, and continuing with reforms in furthering a fa- 
vorable environment for foreign investment would re- 
main key priorities for the new government. The composi- 
tion of fiscal deficit also appears to be skewed towards 
revenue expenses vis-a-vis capital expenditure. Improv- 
ing the capital component, while meeting fiscally pru- 
dent benchmarks, would remain a high priority. Fiscal 
management has become important. 

Do you expect any betterment of the BoP situation in 2009-10? 
Kiran: Yes, as mentioned above, a revival in the global 
economy will certainly boost India’s exports. FDI and FII 
inflows may also increase, along with a rise in private 
remittances. Overall, the situation is likely to improve by 
the end of the fiscal year 2009-10. 

The recent victory of the Congress led government will 
ensure stability on the political front for the next five 
years and this will further help in augmenting the confi- 
dence of the foreign investors. 

Rajesh: As mentioned above, stronger capital inflows 
could be expected. Export revival may however lag behind 
and is contingent upon the revival of world demand. Initi- 
ating measures to boost domestic demand could impact 
the current account balance by improving import demand. 


*Director, ERTF & Economic Advisor, 
Indian Merchants’ Chamber (IMC), Mumbai. 


**Executive Director, Credit Analysis & Research Ltd. 
(CARE Ratings) Mumbai, India. 


losses incurred by world-class banking 
and financial institutions affected the 
services’ export earnings. 


Discerning issues 
Analysts say the present BoP deficit is 
unusual and as huge as the one that oc- 
curred in 1991, and the numbers cer- 
tainly provide a cause for concern. Espe- 
cially, the invisible income has been an 
asset to the Indian economy because net 
invisibles (gross invisibles — payments) 
were financing nearly 80% of India’s 
trade deficit in the last decade. How- 
ever, until December 2008, they had fi- 
nanced only 65% of the trade deficit. 
Analysts view that if this situation con- 
tinues, it may pose severe challenges to 

the Indian economy. 
Till the onset of the global financial 
"crisis, India has been successfully gar- 
nering good amount of foreign exchange 
reserves, thanks to the capital inflows 
and invisible earnings. But the trend 


has reversed in the current fiscal be- 
yond expectations. According to the 
RBI, the forex reserves stood at $252 
bn as of March 31, 2009, down $57 bn 
from the end of March 2008. Analysts 
view that this figure is very significant, 
given the accreting current account 
deficit. Moreover, this magnitude of 
fall in forex reserves in this fiscal has 
led to some stress on exchange rate in 
the financial markets. Rupee has de- 
preciated vis-a-vis the dollar from Rs 
39 at the beginning of 2008 to over Rs 
50 now. 

As it is evident that India is not 
that decoupled from the global hap- 
penings, these developments may cast 
their shadow on the investment posi- 
tion of India internationally. The fall in 
forex reserves signify that India’s net 
international position is $52 bn, 
meaning India owes more liabilities 
abroad than it owns in terms of assets. 
Analysts say that this would further 
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affect India’s sovereign rating, which 
indicates the attractiveness of a coun- 
try to foreign investments. Therefore, if 
the capital account deficit continues 
for a few more quarters, the decline in 
foreign exchange reserves is set to 
erode credibility and deter investment. 
So it is not very unsurprising for the 
economists to compare the current BoP 
situation with the one in the 1990s. 
However, they also warn that India 
needs to avert that kind of crisis, lest it 
may have to face grave consequences. 
India, which has been enjoying ‘emerg- 
ing market economy’ status, has to be 
resilient on its external front. In fact, 
economists say that Indian manufac- 
turers and policy makers can alter 
their strategies and see to it that India 
swings into a current account surplus 
like that of Japan or China. Though 
these countries too have problems. 
they seem to exhibit more confidence in 
the current scenario, with forex re- 


serves that are by far vaster than that 
of India. 


Hopes remain 

Some economists argue that this is a 
temporary phenomenon and can be cor- 
rected in the next fiscal. They are of the 
opinion that India’s external debt and 
debt sustainability indicators and the 
level of foreign exchange reserves con- 
tinue to remain at comfortable levels 
and would ensure external stability. 
Even on the capital flow front, they say 
that the external environment in the 
coming months would improve from 
the extremely gloomy conditions of the 
third quarter. Given the economy’s im- 
pressive fundamentals, they are confi- 
dent that India will continue to attract 
FDI, FII and ECB inflows once the glo- 
bal situation stabilizes. This would 
help India’s capital account bounce 
back. Some economists are also hope- 
ful that the production of gas from the 


Bullish Case for the Rupee 





A high fiscal deficit and a high current account deficit are a threat to economic 
stability, and have prompted many international credit rating agencies to 
lower the country’s debt close to junk status. 


Moreover, the current account deficit seems set to shrink despite the huge 
tumble in export earnings. Part of this steep fall is because of the recent drop in 
global oil prices. Meanwhile, capital flows continue to be vibrant despite the 
huge withdrawal of money from the domestic stock market by Foreign Institu- 


tional Investors (FIIs). 


But equally interesting is the change in the composition of these capital 
flows. FIIs pulled out an estimated $15.02 bn in 2008-09, according to data 
released this week by the Reserve Bank of India, or RBI. The scale and rapidity 
of this withdrawal after September did unsettle the money and foreign ex- 
change markets—short-term interest rates crossed 20% and the rupee 
tumbled to an all-time low of 52 against the dollar. 


But other types of capital inflows have been strong, especially Foreign 


Direct Investment, or FDI. RBI provisionally estimates that India got a net 
inflow of $33.61 bn through FDI. Overseas Indians, too, sent a lot more money 


est rates in India. 


back home, thanks to the financial near-collapse in the West and higher inter- 


Money from overseas Indians is volatile and can flow out very easily, as it 
did in 1990 and 1991 when India came close to defaulting on its global debts. 
But a greater dependence on FDI rather than FII money will make the financing 
of the current aceount deficit more stable. 


A shrinking current account deficit and stable capital flows should help the 


rupee move up against the dollar. 
Source: Livemint 
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India’s External Sector 


Grim Outlook 
India’s BoP has steadily deteriorated 


over the last three quarters. 
(in $ mn) 
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Krishna-Godavari basin will reduce 
India’s dependence on oil imports and 
help reduce the current account deficit 
significantly. 

As A Sakthivel, President, Federa- 
tion of Indian Export Organizations, 
says, “We have passed through the 
worst phase and exports will pick up 
from July onwards. Further, the inven- 
tories of buyers in Europe will be over by 
August and European buyers have 
started visiting India and international 
trade fairs for procurement.” This 
seems to be a good sign in itself, but the 
demand from India’s major buyers like 
US has not picked up, which portends a 
grim outlook for its exports; besides, the 
protectionist measures adopted by the 
developed countries are also affecting 
its imports. Decline in non-oil imports, 
mainly comprising industrial inputs, is 
threatening India’s industrial growth in 
the coming months. While there are di- 
verse views about the fast recovery, 
there is also a widespread notion that if 
the current travails continue, India may 
have to prepare itself to face a severe 
BoP crisis similar to that of the 1990s.ms 


—T Jyotsna 
Reference # 01M-2009-06-05-01 
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Browser War 


Enter Version 2.0 





Google’s entry into the Web Browser space has stirred competition in an 
already crowded market for browsers. It also means that the much 
famed Google-Microsoft rivalry is not going to die down anytime soon. 





or Microsoft, it seems there is no 

respite from Google. For, one by 

one, the search engine giant is 
attacking each and every business the 
largest information technology com- 
pany on the earth is operating in. First 
it was e-mail services, then came office 
applications suites, and now web 
browsers. However, it is not for the first 
time that Google is targeting 
Microsoft’s supremacy in the web 
browser segment. In fact, before the 
much-hyped entry of its own web 
browser, Chrome, Google supported 
Mozilla Foundation’s Firefox, which 
has a little over 22% share of the 
browser market worldwide. But despite 
its best efforts, the Mountain View, 
California-based company has not been 
able to pose any substantial challenge 
to Microsoft’s Internet Explorer (IE), 
which commands a near monopoly, with 
more than two-thirds of the share of the 
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overall web browser market, as on April 
30, 2009. Other competitors like Safari 
(8.21%) and Opera (0.68%) are distant 
runners. Webopedia defines a web 
browser as a type of software applica- 
tion that is used to locate and display 
Web pages. The browser market com- 
prises of two segments—those closely 
coded popular browsers such as 
Microsoft’s IE 8.0 and Apple’s Safari, 
followed by open-source products, such 
as Mozilla’s Firefox and Norway-based 
Opera. 

But now, with the launch of Chrome, 
Google certainly promises to stir up the 
market and pose significant threat to 
archrival, Microsoft. There are reasons 
to believe so. Google has set an industry 
benchmark with its ‘all services for free’ 
model, away from the traditional model 
of ‘selling a tangible product’, posing a 
direct threat to software giant 
Microsoft’s products—its Operating 


System and Office Products, which are 
its cash cow. Since its inception in 1997, 
Google has launched a variety of ser- 
vices, such as SE (Search Engine), 
Gmail, Google Maps, Google Docs, 
YouTube and Analytics, and created a 
trend of sorts by affiliating with other 
businesses such as Orkut, Facebook, 
and Picasa, an online photo album. - 
Analysts believe that Google has virtu- 
ally revolutionized the way businesses 
are done over the Internet by offering 
products and services for free—some- 
thing that was never heard of. 


Challenging IE 

Breaking the stronghold of the 
Redmond giant will, however, require 
extraordinary efforts from the challeng- 
ers, as Microsoft has successfully re- 
sorted to the strategy of retaining cus- 
tomers by tactfully bundling its prod- 
ucts together along with its OS, so as to 
force customers to remain tied up to it 
and hence sustain its monopoly in the 
market. But that situation is changing 
now, as the same strategy may not de- 
liver today as customers demand better 
and innovative applications. And rivals 
have understood it better now. Through 
innovation and consumer-centric ap- 
proaches, companies like Google, 
Mozilla and Opera are making major 
inroads into markets so far held tightly 
by the Redmond behemoth. The 
browser market is a case in point, where 
the rivals have been giving tough com- 
petition to IE, riding high on their col- 
laborative, open-source model and free 
download offering. Nevertheless, they 
are still far from toppling Microsoft 
from the top spot. According to a report 
by the Forrester Research, IE is the cor- 
porate browser of choice, with 78% of en- 
terprises using it as default, followed by 
Firefox with 18.2%, Chrome with 2%, 
and Safari chipping in with 1.4% mar- 
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ket share. The reason being is that most 


enterprises are reluctant to upgrade 
their browser as their ERP or software 


applications make it incompatible to 


work with the newer versions. According 
to Sheri McLeish, Analyst at Forrester 
Research, “As more and more compa- 
nies look to SaaS (Software-as-a-Ser- 
vice) solutions, and the Web delivers 
richer media, firms need to rethink 
their browser choices in concert with the 
Web-based apps they deploy. Today, 
the overwhelming majority of enter- 
prises support Internet Explorer—re- 
markably, 60% of enterprises are still 
on IE 6.” A majority of the Fortune 500 
companies restrict browser choice and 


>.Web content as they do not adhere to 


their corporate security and comply 
with the organization standards, high- 
lights the report. However, McLeish is 
optimistic that the situation will 
change soon. “Even if enterprises lag 
behind in browser upgrades, leading 
consumer-facing websites take advan- 
tage of browser capabilities that en- 
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hance rendering speed, better support 
Rich Internet Applications (RIAs), and 
offer new privacy and security capabili- 
ties. From an information worker per- 
spective, these benefits are only part of 
the picture,” she wrote in her report. 


Google’s limitations 

But Google has its own limitations: it 
lags behind in the emerging area of 
RIAs (Rich Internet Applications). Ac- 
cording to Adobe, RIAs offer a rich, en- 
gaging experience that improves user 
satisfaction and increases productivity. 
Industry experts feel that the best al- 
ternative for coding modern RIAs is by 
switching to a run-time-based environ- 
ment such as Flash, Silver light and 
Java for delivering rich content much 
faster while performing more tasks. 
This added functionality can be labeled 
as website-as-application. That is why 
the Chrome launch has surprised many 
industry insiders. But a section of other 
experts feel that Chrome might be a 
good ploy by Google to delay other 
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framework adoption in order to miti- 
gate risk to the AdSense Program, its 
cash cow, which accounts for 99% of its 
revenue. They say that Google SE can 
only index web pages coded in HTML 
and JavaScript technology and hence it 
fears that if the RIA websites increase 
beyond the limit, it would signal the end 
of Google, as it currently does not pos- 
sess the technology to index RIAs, which 
was evident from Chrome’s limited 
functionality offering. 

Google understands that as long as 
people stay connected to its services, 
there is no immediate threat to its busi- 
ness. Towards that end, it has launched 
its key technology, Google Gears, which 
allows surfers to access its services on 
their devices, even when disconnected; 
however, the application synchronizes 
the data once it is connected. This strat- 
egy has worked well. While it makes the 
user access its services such as Gmail, 
within which it has recently added Web 
search, which would supplement its 
AdSense revenue, it also aims to re- 
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place Microsoft’s Office Products, such 
as Word and Excel, with its Google Docs 
pack, a well-engineered approach, 
where users would access its services 
when online and also when offline, 
which is why analysts predict that 
Google is potentially dangerous te the 
existing businesses in the market as it 
integrates all the services. Besides, in a 
move to preempt its archrival in the key 
Mobile OS market, it recently mtro- 
duced Andreid—powered by VM tech- 
nology, with which it aims to capture 
the mobile market. However, by doing 
so, it has also indirectly acknowledged 
the fact that HTML and JavaScript 
technologies are not a good platform for 
today’s applications, as it claimed 
through Chrome. 


More action ahead? 

As browsers add new functionalities by 
the day, the choice becomes al] the more 
complex from the user’s perspective. 
Nonetheless. for now, Mozilla is firing 
on all cylinders to stay ahead im the race 
with its new products armed with sev- 
eral new features. For instance, its new 
offering Weave is an application that 
synchronizes user’s personal informa- 
tion, bookmarks, history and pass- 
words—a great use when switching be- 
tween devices, say from Home PC to 
mobile— and is sure to find a lot of tak- 
ers. It is also foraying into mobile mar- 
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ket with Fennec, its first mobile 
browser, to be launched with Nokia in 
late spring, which will help it grab the 
mobile market share by partnering 
with search engine and a horde of plug- 
ins, which propelled its success in the 
browser space. However, with Google fo- 
cusing its energy on Chrome, Firefox, 
which was gaining market share over 
the years, may be left without such a 
formidable companion. Their three- 
year contract will be expiring in 2011, 
and many experts are not so hopeful 
that Google would renew it. Yet, 
“Firefox needs Google more than Google 
needs Firefox, and that situation will 
only become more pronounced,” said 
Ray Valdes, Research Director at 
Gartner, in an interview to 
BusinessWeek. However, according to 
Mitchell Baker, who became chair of the 
Mozilla Foundation last year, “There 
are probably other search engines that 
would pay us more money.” But she has 
not given up hope and is still optimistic 
that Google would reciprocate. And 
Google has indeed done it when Eitan 
Bencuya, Google’s spokesman, said, 
“Obviously, we are now in the browser 
space but we remain great supporters of 
Firefox.” Beyond this atmosphere of 
mutual praise, however, there is noth- 
ing unusual which can threaten MS, at 
least for now. None of its challengers, 
except Firefox, even has a double-digit 
market share; this includes Google’s 
Chrome. And then if Google’s track 
record is anything to go by, it has hardly 
been able to pose any substantial chal- 
lenge to Microsoft’s hegemony so far. To 
quote The Economist, “To the extent 
that Google has challenged Microsoft's 
core business at all, it is through its 
web-based word-processing, spread- 
sheet and presentation applications. 
But these, so far, have few users.” Given 
that, it appears a distant dream for ri- 
vals to beat IE, at least in the near fu- 
ture. Nevertheless, the Web browser 
war 2.0 is a welcome one, as it breaks 
the (IE) monotony and gives fresh hopes 
to surfers looking for new, exciting ap- 
plications. = 


— Amit Singh Sisodiya and Ramana Pemmaraju 
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Defaulting on Debt 
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of the big cities, 


have grown vulnerable to tough times as their economies relied on a few 
industries which have gone under. At the moment, a cloud of fear, that such 
cities and states will default on their debts, hovers around. 





he $2.7 tn US municipal-bond 

market is a sleepy corner of the 

fixed-income world, operated by 
local town, city and state governments. 
Municipal bonds, also known as ‘muni’, 
are very attractive among investor com- 
munity because the interest-income is 
generally exempt from government 
taxes and also they have a reputation 
for safety. Tax-exempt municipal bonds 
were considered conservative and de- 
pendable. However, it is no longer the 
case, as overspending and the hollowing 
out of the revenue base are affecting cit- 
ies and states everywhere in the US. 
Many State and Local (S&L) govern- 
ments are running huge deficits and 
some of them have set aside non-critical 
services, while states like New York 
and California have raised taxes, a 
nasty decision during economic reces- 
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sion. Indeed, public finance continues to 
face challenges from multiple blows, in- 
cluding rigid lending practices and the 
demise of many bond insurances which 
guaranteed about half of the muni mar- 
ket a year ago. More importantly, the 
lack of cheap insurance has left many 
S&L unable to raise debt. 

Credit rating agency Moody’s now 
suspects all muni to be shaky and has 
kept a negative outlook, going by the 
creditworthiness of the local govern- 
ment system. Its report on municipali- 
ties offers a note of caution to munici- 
pal bond investors who have been seek- 
ing a safe stream of income in the wake 
of financial markets meltdown. In 
Moody’s 100-year history, for the first 
time ever that such a downgrade of the 
US local government system, in the 
light of the 17-month-old national re- 


cession and the combined bust in the 
financial and housing markets, has 
taken place. In the past, it used to rate 
muni individually, as they are too di- 
verse to make a blanket statement 
about. 

Amidst rising fear that cities and 
states will default on their debts, inves- 
tors have fled the market, and growing 
negative ratings have left the municipal 
bond market in shambles. One-third of 
investors have disappeared already, 
while banks are reluctant to buy muni 
debt. Muni is the latest victim of global 
recession, and local governments have 
been hit hard by reduced tax intakes, as 
more companies in their areas have ei- 
ther closed or suffered losses. Califor- 
nia has been the poster boy for the prob- 
lems of local government funding, and 
for many municipalities in troubled cit- 
ies like Florida, Indiana, Michigan, 
New Jersey, New York and Ohio, the fu- 
ture looks unnerving. 


Municipal meltdowns 
Municipalities in the US have long been 
labelled as a staple investment choice. 
Besides, investors have been lured by 
their tax-free status, default-free his- 
tory and consistent annual returns. 
However, all these positive factors have 
been replaced by volatility, as the bonds 
of local governments were among the 
worst performing segment of debt mar- 
ket in 2007, followed by a steep fall in 
2008. On an average, municipal bond 
funds lost 9.4%, while some 10 funds 
lost more than 15% in 2008. Besides 
the troubled environment, lightly regu- 
lated muni have also got entangled in 
their own financial mess like Variable 
Rate Demand Obligations (VRDOs), 
short-term muni called Tender Option 
Bonds (TOB) as well as the bond insur- 
ance disaster, putting further pressure 
on their finances. 
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“As an economist, I’m always worried about grand interventions. | would especiall 
be wary of any grand interventions at this point, because | don’t feel that there is | 
systemic risk within the municipal market.” 


How do you view Moody's negative US Municipal Bond Rating and the 
opinion that “every municipal debt issuer is shaky and worth nothing”? 
I object to the characterization of Moody’s statement. Moody’s 
opinion was that US municipalities faced significant chal- 
lenges going forward in terms of their ability to collect tax 
revenues and demands for public services. I agree with this 
assessment; one can’t help but note that sub-national govern- 
ments are struggling with balancing their budgets and provid- 
ing services. However, the Moody’s statement in no way sug- 
gests that debt issuers are “shaky and worth nothing”. It is 
also worth noting that another big rating agency, Standard & 
Poor’s, has had more upgrades of issuers than downgrades. 
They evidently feel that the situation for the municipal sector 


as a whole is not in bad shape. 


Critics believe that negative rating by the major credit rating firms has 
been an injustice served up, because municipal bonds historically have 
had a very low default rate. Could investors trust history amid the worst 


economic depression? 


This depends on what history you are talking about. In his 
1964 PhD dissertation, George Hempel tracked defaults from 
the 19" century through the post-World War II era. He esti- 
mated that during the Great Depression, approximately 15% 
of all municipal issues defaulted. However, most of these issu- 
ers were small ‘special districts’ and most were bonds backed 
by revenues of a specific projeet only, not ‘general obligation’ 
bonds issued with the full faith and credit of a city or state. 
Only 1 or 2 states defaulted on their general obligation bor- 
rowing (so approximately 2-3%) about 8-10% of cities. So in 
the very worst case scenario, we may see 8-10% defaults of the 
largest issuers. Hempel does not break down the city defaults 
into revenue bonds versus general obligations, so this 8-10% 


is probably a high estimate. 


Default of big municipalities could push the credit markets from bad to worse. 
Should the US government bail out strapped states like California too? 

The answer to this question depends on the nature of the ‘bail- 
out’ and many other variables. If I was making this decision, I 
would try to balance the costs of a bailout with the costs of 
letting an issuer fail. There are many low-cost options for re- 
ducing the effects of the financial and economic crisis on mu- 


Rapid decline in housing prices was 
translated into falling property-tax rev- 
enue in cities like California and 
Florida. In Michigan, Ohio and Indiana, 
their revenue declined because of the 
collapse of the auto industry. Similarly, 
New York, New Jersey and Connecticut 
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nicipal borrowers, such as the federal government temporari 
guaranteeing payments on municipal debt using a letter | 
credit type of arrangement. This would enhance the strengt 
of municipal repayment without costing very much in terms: 
federal budgetary commitment. 

The creditworthiness of the entire US local government system is at ris 
which apparently calls for a major expansion of the federal financi 
system bailout program from Wall Street to buttress Main Street. Pleas 


I don’t agree with your premise. Even in the very worst cas 
scenario, we may be talking about 8-10% default rates, some 
thing that would be very manageable for the system. Munic 
pal bond insurers are still underwriting issues (albeit wit 


higher premia), indicating their confidence that debt servic 


will be made. 


Historically, the federal government has avoided meddling in state an 
local finances. Do you subscribe to the notion that “a grand interventio 


at this stage is likely to do more harm than good”? 


As an economist, I’m always worried about grand interven 
tions. I would especially be wary of any grand interventions a 
this point, because, as I’ve said above, I don’t feel that there i 
a systemic risk within the municipal market. Some very diffi 
cult decisions must be made about priorities of state and loca 
governments, but these type of decisions have been made suc 
cessfully during past economic downturns. 

One of the issues that you are seeing with municipal bond: 
is that the extreme risk averse nature of bond purchasers i: 
driving up yield spreads versus Treasury bonds. As I pointec 
out in my 2005 article in Public Budgeting & Finance Journal 
one of the major issues for municipalities is managing percep 


tions of risk. Open discussions of riskiness in the municipa 


lost significant revenue, as they depend 
on banking and financial services sector 
for their tax bases. Moody’s report sig- 
nalled that municipalities depending 
heavily on tourism, gambling or manu- 
facturing are probably at the risk of feel- 
ing the pinch. Ben Bernanke, Chair- 


market creates an image that many municipalities are ‘on thi 
brink’. In my opinion, a more pressing issue for US sub-na 
tional governments is the condition of their employee pensiot 
funds. The economic and financial crisis has created low level: 
of actuarial funding in defined benefit pension plans. This i: 
another issue which deserves much greater attention. 


*Associate Professor, Ph.D. Program Director 


School of Public Administration, University of Nebraska at Omaha, US 


man, Federal Reserve, warned that lo- 
cal governments had probably lost then 
ability to lower their borrowing costs by 
linking their bonds to derivatives. He 
further adds, “Some governments with 
low credit ratings were completely shut 
out of the short-term financial markets, 
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Financial Markets 


while others were stuck with a type of 
derivative called interest-rate swaps 
that no longer made sense for them.” 
Critics say many issuers of municipal 
bonds hardly understood the risks asso- 
ciated with derivatives. Many small at- 
ies across the US are particularly vul- 
nerable to tough times because their 
economies depend on just a few major 
companies or on a single industry which 
has gone under. A few months ago, the 
implications of troubled town were 
strictly local fare, but today more and 
more of them are becoming the subjects 
of national attention. 


Next big bailout 

Against a steep fall in tax revenue, the 
next bailout program of the US govern- 
ment could be for both state and local 
governments. Diane Garnick, Invest- 
ment Strategist at Invesco, says, “There 
is ‘another S&L crisis’ coming. Since ev- 
ery crisis deserves its own bailout, get 
ready for the Federal Government to 
step in a prop up state and local munici- 
palities.” Troubled cities like Michigan 


Municipal bond issuers are not subject to most 
regulations and reporting requirements of 
corporate bonds under Securities and Exchange 


Commission laws. 


and California are leading the group for 
Federal Government bailout, especially 
after GM files for bankruptcy, while 
other states are waiting desperately for 
federal funds. Garnick adds, “Even the 
states in stronger financial position 
may not have a choice, recalling that 
automakers like Ford and financial 
firms like Goldman Sachs were com- 
pelled to take Federal monies they may 
not have wanted or needed.” 

If the US government tries to bail 
out S&L crisis, its alarming deficit will 
rise even higher than currently pro- 
jected. Since S&L are banned from run- 
ning deficits, the Obama team will have 
to go into deeper debt to pay for the S&L 
bailout. However, experts suggest that 
the hard-pressed S&L should be tem- 
porarily allowed to run deficits instead 
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of curtailing vital services. Felix 
Rohatyn, the architect of the 1970s’ fi- 
nancial rescue of New York City sug- 
gests, “The federal government should 
create a powerful national agency to 
bail out dozens of floundering US cit- 
ies.” 


Will they default? 


There are increasing concerns among 
investor community that cities and 
states will default on their debts. This 
panic has left the municipal bond mar- 
ket in deep trouble. Many S&L now face 
an awful mix of soaring pension bills 
and unemployment rate, dipping tax 
revenues and a plague of other fiscal 
woes. However, according to the Bond 
Market Association, there are little 
chances of muni’s default. Historically, 
there has only been a 1% default rate for 
muni bonds, compared to 2% default for 
corporate bonds. Real estate boom in 
the past made munis even safer by 
making local governments more credit- 
worthy, as increasing property prices 
pushed tax revenues of S&L. Eric 


i 


Jacobson, Chicago-based bond fund 
analyst, says, “Many municipal utili- 
ties, such as water, power and electric- 
ity entities are funded by users. Unlike 
a corporate bond that can be subject to 
erratic cash flow fluctuations, user rev- 
enues are very dependable.” Analysts 
say that the Federal Reserve’s buying 
spree in other areas of the bond market 
is also depressing the yields of Treasury 
bonds and making municipal bonds all 
the more attractive. Moreover, the US 
government announced $100 bn fiscal 
stimulus for S&L to offset the shortfall 
in tax revenue. 


A wave of new regulations 

Municipal bond issuers are not subject 
to most regulations and reporting re- 
quirements of corporate bonds under 


Securities and Exchange Commission 
(SEC) laws. However, according to a 
new study, the largely self-regulated j 
municipal bond market is in dire need ' 
of more regulations where even basic fi- 
nancial disclosure requirements are of- 
ten ignored. US stock market regulator, 
SEC has failed to detect the recent Ber- 
nard Madoffs $50 bn Ponzi scheme be- 
cause of lack of overseeing of muni mar- 
ket. Mary Schapiro, Chairman, SEC, 
acknowledged at the Global Financial 
Regulation Summit, “I do think that it’s 
appropriate for the purchasers of mu- 
nicipal bonds to have the same kind of 
quality of disclosure that those who buy 
corporate bonds get.” 

Meanwhile, momentum is building- 
to regulate muni market. The Munici- 
pal Securities Rulemaking Board has 
already announced that advisers to 
muni issuers be regulated for the first 
time. Federal regulators are now con- 
sidering ways to restrict the use of mu- 
nicipal bond derivatives. They are now 
questioning about roles large invest- 
ment banks in S&L transactions play. 
Thomas G Doe, Chief Executive, Mu- 
nicipal Market Advisors, says, “When 
sophisticated bond derivatives were 
created, most people didn’t think they'd 
ever be used by the smallest issuers, 
who had the least amount of resources 
and knowledge and experience to under- 
stand the risks.” SEC is now brain- 
storming potential reforms needed in 
the municipal market. Mary N 
Simpkins, Senior Special Counsel of 
the SEC’s Office of Municipal Securi- 
ties, says, “We are looking at potential 
ways to address concerns about stale 
and incomplete disclosure, ‘pay to play 
conflicts, and currently unregulated 
market participants such as financial 
advisors and brokers of derivative and 
investment products.” She foresees 
that the proposed regulations would in: 
volve greater discloses of fees associ: 
ated with bond transactions. 


Crisis of confidence 

Municipal bond fund market witnessec 
almost total meltdown in 2008 and thx 
troubles continue even in 2009. Accord 
ing to Thomson Reuters, “The amoun 
of insured new municipal bond: 
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dropped by more than half in the first 
quarter of 2009 compared to the same 
period in 2008, falling to $10.9 bn from 
' $22.9 bn.” After Moody’s negative rat- 
ing of bond insurers triple-A ratings, in- 
vestors lost confidence in the market. 
Worst is yet to come for S&L, for in- 
stance, the Chicago government con- 
tinually complains about lack of funds 
to address the infrastructure crisis. 
Many states and cities are still per- 
ceived to be risky in the market. With 
California, the world’s eighth largest 
economy, defaulting on its debt, inves- 
tors perceive it as risky as Mexico. 


. Build America bonds 


B While municipal bonds are trying hard 


to reclaim their past reputation, S&L 
sold the new Build America Bonds, a 
federal subsidy program created as 
part of Obama’s stimulus package. 
Under the new bond, interest burden 
has been partially covered by the fed- 
eral government, and many of the fea- 
tures of these bonds are best suited for 
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pension funds. The State of California 
has sold billions of these bonds to the 
New Jersey Turnpike Authority in the 
past several weeks. Compared to 
munis, Build America Bonds are tax- 
able, and the Obama administration 
has subsidized about a third of the in- 
terest or provides tax credit to inves- 
tors. John Dillon, Credit Strategist, 
Morgan Stanley, says, “Build America 
Bonds are intended to give municipali- 
ties and states another avenue in 
which to finance their debt away from 
the retail-dominated municipal mar- 
ket.” A state like California, which 
struggled with a record $42 bn budget 
deficit and had its credit rating 
dropped to the lowest of any state, was 
able to raise $7 bn through Build 
America Bonds. Even for other S&L, 
these bonds are easing fears of munici- 
pal defaults and downgrades. 


Outlook 


Despite recent volatility, municipal 
bond yields are attractive and are sup- 


ported by a long history of high quality 
asset class with evenness of perfor- 
mance and low default rates. Therefore, 
munis continue as a good long-term in- 
vestment against rising tax rates. As 
tax rates are likely to stay high in the 
near future, tax-exempted debt is at- 
tracting more and more investors, and 
even the ageing population tends to fa- 
vor fixed-income securities. However, 
for many municipalities, the future 
looks dismal. Although many of them 
are able to withstand immediate col- 
lapse, there is no guarantee that they 
will not be in deep red, as the US eco- 
nomic recession drags on. Analysts 
warn that a broad guarantee by the fed- 
eral government would prop up duff bor- 
rowers just as lenders become more 
piercing. At the same time, a grand in- 
tervention by the federal government at 
this juncture is likely to do more harm 
than good. 


—N Janardhan Rao 
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Tapping the Tide 
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As the world looks for alternative fuel sources, the most predictable and 
reliable form of renewable energy, tidal power, is hogging the limelight 
with its potential to emerge as a future power source. 





ndeniably, year 2009 has 

witnessed a greater push for 

green economy. As the US 
Federal government is set to spend 
tens of billions of dollars of stimulus 
money on the new green economy, re- 
newable energy resources are gaining 
lure in recent times. The recent com- 
ment of Barak Obama brings inte light 
the importance of renewable energy 
sources: “To truly transform and save 
our planet from the ravages of climate 
change, we need to ultimately make 
clean, renewable energy the profitable 
kind of energy.” Though renewable en- 
ergy sources such as solar and wind 
have been the leading sources for de- 
cades, tidal power is expected to grab a 
significant chunk of their market share 
in the years to come. 
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Countries across the world are bet- 
ting on new tidal energy sources to 
meet their energy requirements. Gov- 
ernments of Portugal, South Korea, 
Scotland and Europe have been deploy- 
ing and testing the tidal and wave tech- 
nologies. For instance, plans are under- 
way to build the world’s largest tidal 
power project by 2015 by Lunar Energy, 
a UK-based company, in agreement 
with Midland Korean firm. Impor- 
tantly, with mounting energy/oil prices 
and using up of fossil fuels, the need of 
the hour is to produce a more efficient 
and effective hydrodynamic power to 
meet the rising energy requirements. 
Against this backdrop, the rather noto- 
riously harsh waves are poised to play a 
significant role in the changing global 
economic and climatic scenario. 


Rising tides 

Tidal power is gaining ground more in 
recent times than ever before. Govern- 
ments across the globe are venturing 
into or encouraging investments in 
tidal projects. For instance, the Scot- 
land government recently announced 
Saltire Prize Challenge of $15 mn to. 
those who adhere to the best renew- 
able energy practices. The move is pri- 
marily aimed at achieving its preset 
target of meeting at least half of its 
energy needs from renewable sources 
by 2020. Similarly, European govern- 
ment has also been offering incentives 
to investors for being environment- 
friendly as they have pumped in £2.5 
bn of investment into the clean energy 
technologies. With the set target of at 
least 3% power generation from tidal 
energy by 2020, the UK government is 
also preoccupied with many such 
projects. Besides this, in US too, the 
Department of Energy has already 
awarded $1.2 mn funds to tidal 
projects, along with the creation of 
Northwest National Marine Renew- 
able Energy Center, for the research 
and development of tidal and wave en- 
ergies in the state. Also, there are ap- 
proximately 100 firms across the globe 
that are looking out for opportunities 
in ocean power. 

Interestingly, tidal power is not a 
new development. The decades old 
phenomenon was earlier in vogue when 
the tide mills were used to generate 
energy. But the technical difficulties of 
making such systems work proved to 
be formidable. Years of such problems 
have deterred ocean-power visionaries, 
but have not stopped them. Lately 
irked by global warming and also the 
rising costs of fossil fuels, they are 
making a new push to overcome the 
barriers blocking this form of renew 
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“In these days of decreasing oil reserves and increasing concerns about the environ- 
ment and with an expectation of regularly increasing energy costs, the economic 
feasibility of tidal power as a competitive source of electricity becomes more 
attractive.” 


Of late, there has been a renewed interest in tidal power across the 
globe, spurred by the rising energy costs. How do you see this 
trend? 

Currently, power generated through renewable means 
such as wind, solar, and fuel cells plays an important role 
in meeting the renewable energy targets set by the various 
governments across the world. In the near future, marine/ 
t ocean-based renewable energy sources are also expected to 
see market adoption and aid in meeting these targets. 
Tidal power systems are still in the early stages of devel- 
opment. While the wind and solar energy market have set 
industry standards and are well-regulated, tidal power is 
yet to have a common industry standard. It may take a 
while for the complete commercialization of the technol- 
ogy. Steps are being taken by many communities as well 
as governments to achieve commercialization of tidal 
power technology. In these days of decreasing oil reserves 
and increasing concerns about the environment and with 
an expectation of regularly increasing energy costs, the 
economic feasibility of tidal power as a competitive source 
of electricity becomes more attractive. 

How do you compare tidal power with other forms of renewable 
energies? 

Tidal power is potentially the most predictable and reli- 
able form of renewable energy. Compared to other sources 
of distributed generation, this technology is not episodic. 
With a tide table and computer, power providers can calcu- 
late the power output of a turbine decades in advance. We 
can look at a tidal chart and know what the currents will 
be on any given day in the future. 

This means utilities using the technology would be able 
to predict and forecast exactly how much power they could 
derive on a regular basis from a group of turbines. We can’t 
do that with intermittent, variable sources like wind or 
solar, which depend on the weather conditions on any par- 
ticular day. Tidal streams are driven by gravity, unlike 
wind or solar energy which depends on the relative ran- 
domness of weather, making it possible to offer firm power 
which is inherently more valuable than randomly avail- 
able power. Tidal energy has an efficiency ratio of approxi- 
mately 80% in terms of converting the potential energy of 
the water into electricity. Tidal stream system turbines 
are only a third of the diameter of wind rotors of the same 
power output. The high energy intensity of this resource 
means that a 1 MW tidal turbine can access five to ten 
times as much energy per square meter of rotor than a 1 
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MW wind turbine, resulting in a smaller and potentially 
lower cost machines. 

Conditions under the sea in a storm are relatively be- 
nign, so the technology is relatively immune from damage 
due to extreme storms and waves, unlike offshore wind 
and wave systems—and this should reduce costs. 

There are many disadvantages of tidal power plant 
too. It is very expensive to build. The time that the tidal 
flow occurs may not be ideal in as far as demand is con- 
cerned. So tidal generation should be coupled with some 
form of storage. Hydropower makes an ideal storage choice. 
Water or energy could be stored in these dams for times 
when power could not be generated at the tidal stations. 
Tidal energy is extremely site-specific, requires mean tidal 
differences greater than 4 meters and also favorable topo- 
graphical conditions, such as estuaries or certain types of 
bays in order to bring down the costs of dams, etc. 

How costly is tidal power and what are the ways to reduce the costs? 
The cost of tidal power project is relatively high and de- 
pends on many factors, including geophysical characteris- 
tics of the site and technology adopted. The optimum de- 
sign for barrage system would be the one that produced 
the most power but also had the smallest barrage pos- 
sible. The production cost for a barrage power plant for 
Half-Moon Cove, USA was estimated to be approximately 
0.09$/kWh. With government support and by availing car- 
bon credits, the generation cost may be less than five 
cents per unit in 2010, as predicted by engineering con- 
sultant for the project. 

The Kutch Tidal Power Project in India with an in- 
stalled capacity of about 900 MW is estimated to cost 
about Rs 1,460 cr, which will generate electricity at about 
90 paise per unit. 

The capital required to start construction of a barrage 
has been the main stumbling block to its deployment. It is 
not an attractive proposition to an investor due to long 
payback periods. This problem could be solved by govern- 
ment funding or large organizations getting involved with 
tidal power. In terms of long-term costs, once the construc- 
tion of the barrage is complete, there are very small main- 
tenance and running costs, and the turbines only need re- 
placing once around every 30 years. 

Which are the major tidal power projects Currently underway? 
The first tidal power station was the Rance tidal power 
plant built over a period of six years from 1960 to 1966 at 
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La Rance, France. It has 240 MW installed capacity. In 
1984, an 18 MW tidal power site was opened in the Bay of 
Fundy, Nova Scotia, USA. The first in-stream tidal cur- 
rent generator in North America was installed at South- 
ern Vancouver Island in September 2006. A small project 
was built by the Soviet Union at Kislaya Guba on the 
Barents Sea. It has 0.5 MW installed capacity. In 2006, it 
was upgraded with 1.2 MW experimental advanced or- 
thogonal turbine. Another 12 MW project at Kislaya Guba 
in Russia with orthogonal turbines is under construction. 
China has apparently developed several small tidal power 
projects and one large facility in Jiangxia. 

China is also developing a tidal lagoon near the mouth 
of the Yalu. In November 2007, British company Lunar 
Energy announced that, in conjunction with E.ON, they 
would be building the world’s first tidal energy farm off the 
coast of Pembrokshire in Wales. It will be the world’s first 
deep-sea tidal-energy farm and will provide electricity for 
5,000 homes. Eight underwater turbines, each 25 meters 
long and 15 meters high, are te be installed at the sea 
bottom off St. David’s Peninsula. “The wind farm under the 
sea’ should be operational by 2010. British Columbia 
Tidal Energy Corp. plans to deploy at least three 1.2 MW 
turbines in the Campbell River or in the surrounding 
coastline of British Columbia by 2009. 

South Korea is making rapid progress in the alterna- 
tive energy field, especially on the tidal power generation 
front. The construction of the Sihwa Lake Tidal Power 
Plant, described as the frontrunner in the nation’s tidal 
power generation with a capacity of 254 MW, is being 
tipped to get over by November 2009. 

The UK government is currently evaluating plans to 
build a 10-mile long barrage between England and Wales 
that would house up to 300 turbines capable of meeting 
5% of the UK’s electricity need. Working at peak capacity, 
the barrage could generate 8.6 GW of power—equivalent 
to the output of eight nuclear power stations. The govern- 
ment has also shortlisted another four tidal power 
projects which would have cumulative installed capacity 
of around 4.4 GW. 

Where does India fit in this space? 

Since India is surrounded by sea on three sides, its poten- 
tial to harness tidal energy has been recognized by the 
Government of India. Potential sites for tidal power devel- 
opment have already been located. The most attractive 
locations are the Gulf of Cambay and the Gulf of Kutch on 
the west coast where the maximum tidal range is 11 m 


and 8 m with average tidal range of 6.77 m and 5.23 1 
respectively. The Ganges Delta in the Sunderbans i 
West Bengal also has good locations for small scale tid: 
power development. 

The maximum tidal range in the Sunderbans is ay 
proximately 5 m with an average tidal range of 2.97 n 
The identified economic tidal power potential in India } 
of the order of 8,000-9,000 MW with about 7,000 MW i 
the Gulf of Cambay about 1,200 MW in the Gulf of Kutc 
and less than 100 MW in the Sunderbans. National Hy 
droelectric Power Corporation Ltd. (NHPC Ltd.), a Gov 
ernment of India enterprise has invited tenders for th 
implementation of the 3 x 1.25 MW Durgaduani mir 
tidal power project in the Sunderbans in Parganas dis 
trict of West Bengal. The three units of the project are t 
be commissioned within 27 months from the date of issu 
of letter of acceptance. 

How do you see the future of tidal power? 

The high capital costs associated with tidal barrage sys 
tems are likely to restrict the development of this resourc 
in the near future. The costs of tidal power generation ar 
expected to fall with technological progress and governmen 
incentives. When they develop, tidal power plants are likel 
to show trends similar to that of solar and wind. Economie 
of scale are likely to be achieved with the help of governmen 
legislation and incentives once the industry is standardize 
and regulated. 

However, worldwide only about 20 sites have beej 
identified as having the potential to harness the powe 
from the tides. This is due to the fact that between 12 ani 
18 feet difference between high and low tide is needed 
and very few areas experience this range of heights. An 
other greatest drawback is that there is always a poten 
tial threat to the natural ecosystems when we disrup 
nature’s processes. The reduced tidal flow that tidal en 
ergy systems cause has environmental impacts on tida 
basins because they decrease the flow of the tides anc 
also silt buildup. 

Due to high project costs and limited locations whicl 
are suitable, it is doubtful that this alternative energy 
source would supply energy for the entire world in the fu 
ture. This does not mean that tidal energy has no part i 
the future of energy though. As we move away from fossi 
fuel and oil dependence, there will be a matrix of alterna 
tive energy sources including tidal power that are used t« 
supply the energy needed. 


*General Manager — Energy, IT Power India Pvt. Ltd 


able energy. Today, many technological 
advances have been made available to 
give a boost to this energy source. 

The ocean-powered technologies 
come in four forms such as tidal energy, 
wave energy, ocean thermal energy con- 
version and marine current energy. 
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Tidal energy can be generated using two 
methods—either by building tidal 
dams or harnessing ocean currents. Pri- 
marily, the energy is generated from the 
rhythmic rise and fall of tides and the 
difference in the potential energy during 
the high tide and that of the low tide is 


the tidal energy. Generators are built to 
capture the kinetic movement of high 
and low tides that are appropriate for 
generating electricity. | 


The ups and downs 


Often referred to as the most reliable 
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Tapping the Tide 
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source of energy, it is drawing the at- 
tention of many primarily due to its 
all-time availability. Given the fact 


i that oceans cover a major portion of the 


earth, tidal energy offers a great scope 
for power generation and thus allays 
the fear of depletion. Though the ocean 
powered technologies are still at in- 
fancy, they are more dependable than 
the other traditional forms. Tidal en- 
ergy, a more predictable and reliable 
from of energy, has an upper hand over 
wind or solar. 

As the density of water is 850 
times more than wind, it has capacity 
to generate more energy. Further, the 
eco-friendly nature of tidal energy 


makes it a better option to investors 


than other sources. It is estimated that 
tidal power would save nearly 18 mil- 
lion tons of coal every year. Thus, they 
act as the best alternative source of en- 
ergy in the present energy crisis 
situation. 

Nevertheless, tidal power, though 
sounds simpler and easier, is indeed 
harder to implement than all other 
forms. Its high cost of investment, long 
gestation period and complicated pro- 
cess are all pulling back the investors 
from this sector. The risks associated 
with the technology are many which 


| 


need to be addressed efficiently to 
make it a successful model. Though 
tidal energy has the potential to 
emerge as a sustainable form of energy 
source after installing, it is quite ex- 
pensive to build tidal power plants. 
Despite the fact that it is environment- 
friendly, the huge turbines installed in 
the oceans may cause danger to marine 
life. Nevertheless, when the New York 
State Regulators directed Verdant 





» Power to examine the impact on ma- 


rine life, they revealed that till recently 
there were no such cases registered 
there. The blades take 32 maximum 
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On a worldwide basis, waves alone could 
produce as much as 2,000 terawatt hours of 
electricity, as much as the entire planet’s major 
hydroelectric plants generate today. 


Some Tidal Power Plants 


Location 





Bay of Fundy, Nova Scotia, US 


SeaGen, Strangford Lough, UK 


revolutions per minute which do not 
cause any disruption to fish and other 
organisms in the ocean. However, there 
is a possibility that the high voltage 
cables that pass through the ocean can 
harm the ecosystem. 

Adding to this, the dependence on 
lunar cycle and other factors will affect 
the capacity of the tidal power and per- 
haps may not be able to supply power 
on a continuous basis. The other down- 
side is the location. There are only 100 
locations in the world now but these 
may not be sufficient to meet the fu- 
ture energy needs. Unless and until the 
government subsidizes the projects, it 
may not be viable and thus may not 
grab the attention of private investors 
in a big way. However, supporters say 
the potential of the source and the en- 


-ergy generated would be superlative to 


put other issues on the back burner. 


Prospects in India 


Certainly, India is also facing acute en- 
ergy shortage as the demand for power 
is skyrocketing. According to the 
McKinsey study, “Powering India: The 
Road to 2017”, if India is to grow at 8% 
for the next 10 years, its power require- 
ment will rise from 120 GW to 315-335 
GW by 2017, requiring an investment 
of $600 bn for the additional capacity. 
Against this backdrop, the 
Indian Government which has been in- 
vesting in renewable energy sources is 
looking at prospects in tidal energy. In- 
deed, surrounded by water on all three 








Capacity 





18 MW 


1.2 MW 


sides, India has a great potential for 
tidal energy. According to an energy 
consultancy, India has the capacity to 
generate 8,000-9,000 MW of tidal 
power. However, certain topographical 
issues are stopping India from using 
its full potential. Notwithstanding 
this, as an initial step, the government 
has announced its first tidal power 
generation project in Durgaduani 
Creek of the Sunderbans. Apart from 
this, they have identified the Gulf of 
Cambay and the Gulf of Kutch as the 
other probable sites for the projects 
with 7,000 and 1,200 MW of power po- 
tency respectively. 


Future tides 

Things are taking a definite shape now 
and the move towards tidal energy 
sources is gaining momentum. Com- 
bating global warming through renew- 
able energy sources is one of the top 
priorities now. The use of tidal power 
to counter the present energy crisis and 
the global warming issues is a big step 
towards a clean and energy-efficient 
planet. The British alternative energy 
analyst Thomas W Thorpe believes 
that “on a worldwide basis, waves 
alone could produce as much as 2,000 
terawatt hours of electricity, as much 
as the entire planet’s major hydroelec- 
tric plants generate today”. Tidal 
power has the potential to become a 
major source of renewable energy, pro- 
vided efforts are made towards mak- 
ing it more cost-effective. Nonetheless, 
the technology required to make it 
cost-effective has not yet been com- 
pletely developed and this calls for 
more investments in R&D.= 


— Y Bala Bharathi and G P Mrudhula 
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Entry of Foreign Banks 


Shelved, For Now 
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banks in the country. 
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Recently, the RBI put on hold its policy regarding the presence of foreign 





oreign banks that were making a 
beeline to acquire controlling 
stakes in private banks in India 
post-April 2009 now have to wait in- 
definitely to bolster/initiate their op- 
erations in the country. The current glo- 
bal financial mess and uncertainty per- 
taining to the financial strength of 
banks around the world have prompted 
the central bank of India to put on hold 
its policy on the presence of foreign 
banks in the country. Thus, the second 
phase of the “Roadmap for Presence of 
Foreign Banks in India” has been put on 
the back burner. It was presumed that 
the second phase would deal with is- 
sues such as the extension of national 
treatment to wholly-owned subsidiar- 
ies, dilution of stake and permitting 
mergers and acquisitions of any private 
sector bank in India with foreign banks. 
But the collapse of some big banks 
and recapitalization of others in the US 
and Europe and the fear that the failure of 
foreign banks can pose a threat to the In- 
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dian banking sector have induced the RBI 
to take the decision that it would continue 
with the status quo regarding the pres- 
ence of foreign banks in the country. In the 
past, many banks from China, Japan and 
the Middle East have shown their eager- 
ness in buying controlling stakes in In- 
dian banks—but now these banks have to 
wait for some time as the RBI plans to 
defer the proposal. A review will be done 
once there is more transparency regarding 
stability, recovery of the global financial 
system, and a shared understanding of 
the regulatory and supervisory architec- 
ture around the world. Economists hail 
this decision of RBI as welcome pragma- 
tism, derived from the lessons learnt from 
the banking crises across the globe. 


Status quo maintained 

In February 2005, the Government of 
India and the RBI released the “Road 
Map for Presence of Foreign Banks in In- 
dia”, laying out a two-phase and continu- 
ous approach targeted at enhancing the 


efficiency and stability of the banking sec- 
tor in India. In the first phase, foreign 
banks were given permission to set up 
Wholly-Owned Subsidiaries (WOS) or 
converting the existing branches into 
WOS. However, the foreign banks have 
not evinced much interest in the WOS 
model of operation. In fact, it is held 
among the private bankers that it is still 
unclear whether a WOS gets the same 
status as a private bank. Furthermore, to 
be a wholly-owned subsidiary, there are 
some costs involved—there are consider- 
able costs around stamp duties, there are 
some rules to be followed for local listing, 
which the foreign banks ponder over seri- 
ously. Rather the foreign banks have pre- 
ferred to improve their balance sheets by 
setting up Non-Banking Finance Compa- 
nies (NBFCs). However, the recent wors- 
ening in asset quality of loans, particu- 
larly in the retail portfolio segment, has 
prompted many foreign banks to curb 
their NBFC operations. In the second 
phase of the road map, the central bank 
was to give national treatment to the for- 
eign banks’ arms, allow them to dilute 
stake and take over private banks. How- 
ever, the central bank has pointed out 
that the timetable for the opening up of 
the banking sector is not currently rel- 
evant due to the changed global circum- 
stances. The RBI is yet to decide on a time 
frame to review the current status and 
implement the second phase. “India has 
remained largely unaffected by the global 
banking crisis due to the strong regula- 
tory norms that Indian banks follow. But 
to oversee the foreign banks and their off- 
shore operations would be impractical,” 
comments one RBI official. 


Welcome pragmatism 

At a time, when even the high-priests of 
global banking fell like a pack of cards, 
Indian banks stood tall—thanks to con- 
servative and judicious policies of RBI. 
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INTERVIEW = Robin Roy’ = Hemant Batra’ 


“It is the global economic crisis and the uncertainty around it that prompted RBI to | 





take a relook at its liberalization policy.” 


How do you see the performance of foreign banks in India? 

Robin Roy: We did a survey of 56 commercial banks (includ- 
ing 10 foreign banks operating in India) in India along with 
Businessworld, in November 2008, based on a methodology 
comprising of five parameters, growth, size, sustainability of 
operations and risk for the period 2006-08. Among the four 
groups of banks (Public Sector, Old Private Sector, New Pri- 
vate Sector and Foreign Banks), these foreign banks, with an 
asset size of more than Rs 3,000 cr (the survey cutoff), showed 
satisfactory performance on various parameters like cost/in- 
come ratios, contribution of fee income to total income, CAR, 
ROA, NPA and ROE, when compared to the whole group of 56 
banks. It must also be added here that the new private sector 
banks have caught up on all these parameters with the for- 
eign banks and have shown higher growth rates in deposits, 
advances and share of demand (low-cost) deposits. Foreign 
banks continue to have a higher proportion of off balance 
sheet assets when compared to the larger group, a clear indi- 
cator of their comfort and appetite for riskier exposures like 
derivatives and non-fund based products. The last fiscal 
(2008-09), however, has not left these banks unscathed from 
the ongoing global downturn, with pressures on quality of con- 
sumer assets (cards, retail loans), so much so that many of 
them have given internal instructions to go slow with unse- 
cured credit! On balance, foreign banks continue to provide 
access to global markets more easily and serve as the barom- 
eter of performance of the global markets, as they are prone to 
take prompter strategic steps due to global events, unfet- 
tered as they are from local ‘social objectives’. They have a 
long way to go in terms of participating in a more meaningful 
way in financial inclusion. 

Hemant Batra: Foreign banks have a mixed standing in 
India. One ought to analyze their performance in the two major 
areas: 

è Corporate Banking; and 

e Retail Banking 

In general, in Corporate Banking, foreign banks have done 
exceedingly well. For example, Standard Chartered Bank is the 
largest contributor of corporate revenues in India, mainly be- 
cause of corporate banking. Citibank and HSBC have also done 
fairly well, again, thanks largely to a good corporate banking 
practice. 

In retail banking, on the other hand, foreign banks have 
been poor performers. At this point, there is a market rumor 
that Citibank’s Citifinancial is up for sale, and so is GE’s GE 
money. Almost all foreign banks are losing big time on credit 
cards and personal loans. There is a very simple explanation 
to why foreign banks have failed to crack open this space—it 
is all about economies of scale, or rather the lack of it. Foreign 
banks are disadvantaged compared to Indian banks as they 
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cannot open too many branches in India on account of regula- 
tory constraints. Therefore, foreign banks cannot effectively 
build ‘traditional’ retail business of deposits and secured 
loans (such as home loans). While deposits have always been 
the bread and butter of banks, in today’s troubled times, their 
importance has increased manifold. In the midst of global re- 
cession, cash/liquidity is king, and deposits are a relatively 
low-risk source of liquidity. As a direct consequence of not being 
able to build a ‘traditional’ retail business, foreign banks have 
had to resort to either Corporate Banking or the riskier seg- 
ments within Retail Banking (such as credit cards and per- 
sonal loans). And it is obvious that as long as the economic d 
situation remains as bleak as it is right now, foreign banks will 
do worse than their Indian counterparts, as they have been 
forced to build business in a space where profitability is lower 
than the traditional retail business. 

Recently, the RBI put off its plan regarding the operation of foreign 
banks in India. What prompted the RBI to take this stance? How do you 
view this plan? 

Robin Roy: This should not come as a surprise. One of the 
primary objectives of banking regulation all across the world, 
is to ensure that the domestic banking sector is adequately 
equipped to face up to competition (participating in a com- 
pletely level playing ground) and the risks of cross-border 
market dynamics (recession, liquidity crunches, forex rate 
movements, etc.) The reform road map, originally penned by 
the Narasimhan Committee reports I and II, were designed to 
open up the financial sector (including banking sector) gradu- 
ally and subject to preset benchmarks, like NPAs in banks, 
fiscal deficit ratios, CAR, etc., all of which have been substan- 
tially achieved. The primary cause of the current global crisis, 
using over-priced assets to offer finance to subprime borrow- 
ers, backed by ‘pricing of risks’ through derivatives, was built 
on a pyramid, with a very tender base, and when liquidity be- 
gan to dry up, banks were left holding highly rated paper, but 
as good as zero liquidity. One after another, the formidable 
banks in USA and Europe started to face the ultimate night- 
mare: not being in a position to cash out and pay their deposi- 
tors (banks have a trusteeship relationship with their deposi- 
tors) and honor trade commitments. Amidst such game chang- 
ing events and unbelievable leveraging, (I-banks went to lever- 
age their woefully inadequate capital bases to crazy levels as 
against the regulated banking sector, where CAR ratios were 
prescribed) RBI was a bastion of sagacity, knowing that any 
severe impact on local banks would have a compounding effect 
on the economy and industry sectors. In February 2005, RBI 
had stated in its “Road Map for Presence of Foreign Banks in 
India” that it would revisit the policy in 2009 and explore 
allowing foreign banks a larger play locally (giving national 
treatment and market access within WTO norms) subject to 
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interests of all stakeholders. In fact, the RBI Dy Governor, (V 

Leeladhar) had stated that RBI has been much more liberal 

in its policies towards foreign banks vis-a-vis developed coun- 

tries. Hence, the postponement of an immediate step to re- 
view these existing guidelines is very much in place and in 
keeping with global developments. 

Hemant Batra: Earlier, there was a move to open the Indian 

banking sector in 2009, but on April 21, 2009, RBI announced 

postponement of plans to liberalize the operation of foreign 
banks in India. Quite simply, it is the global economic crisis 

and the uncertainty around it that prompted RBI to take a 

relook at its liberalization policy. If we look at all major econo- 

mies around the world right now, there are a few commonali- 
ties that are obvious: 

e They are all in the midst of a recession that is severe (argu- 
ably the worst since the Great Depression of the 1930s). 

e The governments in these countries have come under se- 
vere attack from the public regarding the gaping holes in 
the policy and regulatory framework governing the finan- 
cial sector. 

Without a doubt. globally, the regulatory framework for 
the financial sector is being rewritten. What’s more, policies 
are being rewritten right now and will continue to be redone 
till this crisis is over. 

In my opinion, RBI’s announcement is not at all surpris- 

ing, and is consistent with what amy Central Bank in any 
other country would have done. It is too early to say what the 
global financial system would look like after this economic 
crisis is over. RBI can only roll out fresh policies for the opera- 
tions of foreign banks in India, once there is more clarity about 
the new global regulatory framework. Therefore, it does not 
seem like we will see the banking sector in India being opened 
further to foreign banks anytime soon. 
What is your take on the reciprocity policy? How far can the reciprocity 
policy help Indian banks in strengthening their foothold overseas? 
Robin Roy: As mentioned earlier, our regulator has been 
much more liberal and considerate, under the commitments 
made under WTO. In fact, quite a few new foreign bank pres- 
ence applications are in the pipeline and the corresponding 
foreign country regulator would be certain to pick up tabs 
from this. Large banks of India are now geared to play a larger 
role in the global banking scene and hence such an element of 
reciprocity would be beneficial for them too to either set up de 
novo operations overseas or think of using the M&A route. 
Hemant Batra: Quite simply, reciprocity means that India will 
open its banking sector to a foreign bank, only if that bank’s home 
country opens its own banking sector to Indian banks. Recently, 
the Committee on Financial Sector Assessment (CFSA) recom- 
mended that the determinant of whether India should open its 
banking sector to a foreign bank should be ‘reciprocity’. 

I believe reciprocity is crucial for both, Indian and foreign 
banks. Every country looks after its own interests, and the 
only sustainable way forward is that the banking sector is 
opened gradually via reciprocal relationships. There is a per- 
ception in the Indian banking industry that India has done 
more than it has got back on the issue of reciprocity. This 
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perception seems to be credible. A few points to note are: 

e The number of branches permitted to foreign banks in India 
has been in excess of those required under WTO norms. 

e “RBI has allowed market access to Singapore banks but 
the Monetary Authority of Singapore (MAS) has not pro- 
vided full bank license (QFB status) to three Indian 
banks. DBS Bank is operating 10 branches in India along 
with other Singapore banks, whereas only State Bank of 
India has been given QFB status in Singapore. The other 
Indian banks (such as ICICI Bank and Bank of India) have 
been denied the QFB status.” 

e “Unlike US, Singapore and China, foreign banks are free 
to undertake any banking activity in India (e.g., wholesale, 
retail, private banking, investment banking, foreign ex- 
change, etc.) which is allowed to domestic banks.” 

e “Foreign banks are given undue favor when it comes to 
priority sector lending. The Indian authorities have im- 
posed lower priority sector lending requirement at 32% for 
foreign banks as against 40% for Indian banks.” 

e “In the case of branch licensing policy, there is no regulatory 
prescription for foreign banks to open branches in rural and 
semi-urban areas. Foreign banks have the freedom to decide 
the location of their branches. But for new Indian private 
banks, one out of four new branches has to be opened in rural 
or semi-urban areas, from the fourth year of their operation.” 
In my opinion, reciprocity is the key, but so far it hasn't 

worked due to lopsided arrangements. If anything, reciprocity 

arrangements should be lopsided in India’s favor, as India is a 

more lucrative growing market compared to the developed 

markets which represent low-growth and saturation. India 
seems to have given in too much. Very few Indian banks have 

been able to get licenses abroad. ICICI still doesn’t have a 

license to operate in the US! 

Reciprocity can really help Indian banks strengthen their 
presence overseas. There are many reasons for this: 

e Retail business: Presence of large, affluent Indian com- 
munities in almost all major developed countries. This 
would mean a ready supply of willing depositors and pos- 
sibly repatriations. 

e Corporate business: The relatively recent and hopefully 
continual phenomenon of Indian companies acquiring and 
setting up operations in developed countries. 

e New investors: Once this crisis passes, investors in 
western countries would look to invest in emerging mar- 
kets such as India which hold the promise of high return. 

What are pros and cons of opening the Indian banking sector to foreign 

players? Do you think that foreign banks are required in India? 

Robin Roy: In the era of globalization and increased cross- 

border trade and based on the simple theory of comparative 

advantage (viz., we have a leading edge in technology areas 
and software development), banks need to participate in all 
such initiatives. With continuous guidance from RBI and le- 
veraging of technology and best practices, domestic banks are 
up to the mark to compete with foreign banks, provided there 
is a level playing field for all banks. In that sense, foreign 
banks will be the ‘window’ to the developments in financial 
markets overseas and serve as a source of ‘gene pool’ for the 
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domestic sector, and thus are required. 

Hemant Batra: Indian banking is highly competitive already. 

However, two contradictory issues plague Indian banking: 

e India is under-banked. Many Indians still don’t have ac- 
cess to banks. 

e At the same time, Indian banks lack scale. Many banks 
still don’t have enough customers. 

Foreign banks could play a crucial role, as they will help in 
consolidating the industry, since they will end up acquiring 
many players and also expand banking to masses. 

Ideally, there should be an open banking sector. But, every 
country’s situation is different, and liberalization has to be prop- 
erly channelled. If foreign banks are allowed a free hand, would 
they set up bases in rural areas? Would the poor and underprivi- 
leged get access to credit? Would Indian banks be allowed access 
to developed markets in return? As of now, the answers to all 
these questions are negative. Therefore, liberalization must be 
handled cautiously. While there is no denying that foreign banks 
can do a lot of good, their operational guidelines should be care- 


How the recent policy of RBI on entry of foreign banks into India is going to 
impact the Indian banking scenario? 

Robin Roy: In terms of market share of the banking sector in 
India, foreign banks have a noticeable presence. However, 
unless these banks adopt a Universal Banking (commercial 
banking, including retail banking, SME banking and infra- 
structure finance, etc.), their ability to drive the banking mar- 
kets locally would always be limited. Their original competi- 
tive edge in terms of products, marketing and offering tech- 
nology-driven services has been blunted by the aggression 
shown by new private sector banks. One of the few remaining 
areas of advantage is in their ability to syndicate/raise large 
resources overseas due to their global presence, which too in 
the current context, due to huge capital erosions and asset 
losses, does not appear to be too encouraging. Thus, 
Indian banks would not feel anything amiss immediately if 
RBI does not open the doors further for foreign banks. 


*Associate Director, Performance Improvement PWC Pvt. Ltd., Bangalore 


fully drafted, as they most certainly would be. 


The central bank avers that the banking 
sector in the country is robust and it 
claims with pride that the country has es- 
caped the banking crises that have 
crippled other developed and emerging 
economies in recent times. It attributes 
the resilience of its banking system to its 
conservative stance and partly to state- 
owned banks, which account for nearly 
70% of the system’s assets. RBI, being the 
fort of sagacity, knows well that any severe 
impact on local banks would have a snow- 
balling effect on the economy and its indus- 
trial sectors. Moreover, one of the prime 
objectives of banking regulation all across 
the world is to ensure that the domestic 
banking sector is adequately equipped to 
face up to competition and well-cushioned 
from the risks of cross-border market dy- 
namics. Hence, the postponement of an 
immediate step to review these existing 
guidelines is very much in place and in line 
with the global developments. 

Foreign banks account for mere 8% 
of the system’s assets and were permit- 
ted to open only 16 branches in total in 
the year up to March 31, 2008, whereas 
SBI alone opened 913 branches. Lon- 
don-headquartered Standard Char- 
tered Bank, which has 90 offices in the 
country, has shown interest to open 100 

“rural branches, but it was refused per- 
mission. Moreover, foreign banks are 
not allowed to buy a ready-made branch 
network by taking over an Indian bank. 
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Some economists feel that in a desper- 
ately under-banked country like India, 
this is unpardonable. But RBI's assess- 
ment casts doubt on the benefits of for- 
eign entry. It argues that India’s new 
private sector banks already benefit 
from sophisticated technology and 
management. It is scared that if a 
troubled foreign parent abandons its lo- 
cal offspring, it might pose a threat to 
financial stability, as many fear may 
happen in central and eastern Europe. 
A recent Bank for International Settle- 
ments (BIS) conference paper concludes 
that a large foreign bank presence is not 
an unmixed blessing. While foreign 
banks help enhance financial interme- 
diation and reduce the cost of financial 
services, they also increase the credit 
risk and the potential for capital flow 
volatility and cross-border contagion. 
Moreover, foreign banks are more likely 
to be exposed to the risk of a sharp slow- 
down or reversal in bank-intermediated 
capital flows. However, deeper and 
more vibrant domestic financial mar- 
kets help counter the worst effects of 
capital volatility. Any decision must, 
therefore, be based on a proper cost- 
benefit trade-off. Considering all these, 
it seems that the recent RBI policy is an 
indication of welcome pragmatism 
based on new lessons learnt from the 
global crisis, specifically on the role of 
foreign banks in developing countries. 


â 


**Lead Partner, Kaden Boriss Legal LLP, Gurgaon 


CFSA report 
Just prior to the recent decision of RBI, 
the Committee on Financial Sector As- 
sessment (CFSA) report had given 
hints regarding the stance of RBI on the 
operations of foreign banks in the coun- 
try. The report, under the Chairman- 
ship of Deputy Governor of RBI, Rakesh 
Mohan, advised that the opening up of 
the banking space to foreign banks 
must be gradual. It recommended that 
licensing of branches to foreign banks 
should be based on the principle of reci- 
procity. The CFSA report prepared 
jointly by RBI and the Finance Ministry 
has also advocated listing of foreign 
banks’ subsidiaries in India. It further 
advised that branch licensing policy 
should be consistent with the country’s 
WTO commitments. According to a 
WTO guideline, RBI needs to issue 12 
branch licenses to foreign banks every 
year, but it has actually been issuing 
more. The CFSA report proposed that 
foreign shareholding in subsidiaries 
should not be more than 74% and all 
regulatory norms applicable to private 
sector banks should be made applicable 
to foreign banks too. RBI's current deci- 
sion seems to be in perfect syne with the 
CFSA report, which aims at providing a 
cushion to the domestic banking sector 
in these torrid times. = 

— Y Bala Bharathi and Sanjoy De 
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Indian MSMEs 


Beating Slowdown Blues 


To deal with the adverse impact of global economic slowdown, the Indian 








Government and Reserve Bank of India have taken several measures to 
pump sufficient liquidity into the banking system and to assist the MSMEs in 


meeting their immediate needs. 


— Dinesh Rai, IAS 


Secretary to the Government of India, Ministry of MSME 





he Micro, Small and Medium 

Enterprises (MSME) sector 

constitutes an important seg- 
ment of our national economy. The 
MSME sector is estimated to provide 
employment to over 42 million people 
and contribute about 45% of the total 
manufactured output and nearly 40% 
to India’s exports. The MSME sector is 
a vast (about 1.3 crore enterprises) and 
heterogeneous sector, both in terms of 
size of enterprises and its secteral com- 
position. Some of the major MSME sec- 
tors in terms of number of enterprises 
and employment are textiles and gar- 
ments, food processing, metal and 
metal products, furniture and fixtures, 
wood and wood products, leather and 
leather products, rubber and plastic 
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products, chemical and chemical prod- 
ucts, auto components, and so on. On 
the one hand, there are sectors that are 
more export-oriented (like textiles and 
garments, and gems and jewelry), on 
the other, there are sectors which are 
closely connected in value chain to large 
domestic enterprises (like auto compo- 
nents). Hence, the magnitude of the im- 
pact of the present global economic 
slowdown on different MSME sectors 
varies considerably. 


Addressing concerns 

As per reports received from various 
MSMEs and its associations, the major 
problems faced by MSMEs relate to 
slackening of demand for their prod- 
ucts/services (especially reduction in ex- 


port-related orders) and delayed pay- 
ments of dues by large units, leading to 
liquidity crunch. Keeping the above in 
view, the thrust of measures taken by 
the government as well as others, which 
include the Reserve Bank of India (RBI) 
and the Public Sector Banks (PSBs), 
are aimed at addressing this problem 
by making credit available to MSMEs 
at affordable rates. 

To deal with the adverse impact of 
global economic slowdown, the govern- 
ment has announced two stimulus 
packages. The thrust of these packages 
has been on fiscal measures designed to 
stimulate the Indian economy. To pro- 
vide a contra-cyclical stimulus via plan 
expenditure, an additional plan expen- 
diture of up to Rs 20,000 cr in 2008-09 
has been emphasized. Other elements 
of these packages include measures to 
support exports, housing, MSME sec- 
tor, textiles, infrastructure financing, 
etc. The measures aimed at facilitating 
the growth of the MSME sector, inter 
alia, include: 

e Cenvat cut of 4 percentage points on 
all products for the remainder of the 
financial year (other than petro- 
leum and those products for which 
the current rate is less than 4%). 

e 2% interest rate subvention up to 
March 31, 2009 in pre- and post- 
shipment credit for small and me- 
dium enterprises sector (now ex- 
tended up to September 30, 2009). 

e Guarantee cover under Credit Guar- 
antee Scheme for Micro and Small 
enterprises on loans will be ex- 
tended from Rs 50 lakh to Rs 1 cr 
with a guarantee cover of 50%. 

e Lock-in period for loans covered un- 
der the existing Credit Guarantee 
Scheme will be reduced from 24 to 
18 months. 

e Government to issue an advisory to 
central public sector enterprises 
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and request state public sector en- 

terprises to ensure prompt payment 

of bills of MSMEs. 

e Special monthly meetings of State 
Level Bankers’ Committees would 
be held to oversee the resolution of 
credit issues of MSMEs by banks. 
Ministry of MSME and Department 
of Financial Services will jointly set 
up a cell to monitor the progress on 
this front. 

e To enhance the flow of credit to mi- 
cro enterprises, the guarantee cover 
extended by Credit Guarantee Fund 
Trust will be increased to 85% for 
credit facility up to Rs 5 lakh. 

In addition, the RBI and the PSBs 
have also taken several measures to 
pump sufficient liquidity into the bank- 
ing system and to assist the MSMEs in 
meeting their immediate needs. These, 
inter alia, include: 

Measures announced by the 
RBI 
e Refinance limit of Rs 7,000 cr to 

SIDBI for incremental on-lending to 

the MSE sector, directly or through 

banks, NBFCs and SFCs. 

e Banks have been advised to contrib- 
ute an aggregate amount of 
Rs 2,000 cr to the MSME Refinance 
Fund with SIDBI. 

e Asa one time measure, the second 
restructuring done by banks of expo- 
sures up to June 30, 2009 will also 
be eligible for exceptional regulatory 
treatment. 

e While sanctioning/renewing credit 
limits to their large corporate bor- 
rowers, banks have been advised to 
fix separate sub-limits within the 
overall limits, specifically for meet- 
ing payment obligations in respect 
of purchases from MSEs. 
Measures announced by the 

PSBs 

e PSBs to grant need-based adhoc 

Working Capital Demand Loans up 

to 20% of the existing fund-based 

limits in respect of units having 
overall fund-based credit facility up 
to Rs 10 cr. 

Reducing interest rates for borrow- 

ing by micro industries by 1% (for all 

existing and new loans) and in re- 
spect of SMEs where banks have 
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fund-based exposures up to Rs 10 cr 

by 0.5%. 

e Moratorium period will be extended 
in respect of loans availed by 
MSMEs where project implementa- 
tion has been delayed in the current 
scenario. 

e Finance for purchase of gensets will 
be made available on soft terms. 

e PSBs will set up Regional MSME 
Care Centers to facilitate MSME 
entrepreneurs for quick disposal of 
their grievances. The functioning of 
these Centers will be monitored di- 
rectly by the Head Office and the list 
of these Centers will be posted on 
IBA portal and on the website of 
each PSB. 

In line with the above announce- 
ments, the Ministry of MSME has un- 
dertaken necessary modifications un- 
der the Credit Guarantee Scheme. The 
Ministry has also set up an ‘MSME 
Credit Monitoring Cell’ to oversee the 
resolution of credit issues of MSMEs by 


banks. Further, the government has is- 
sued an advisory to central public sector 
enterprises and has requested the 
State Governments to issue a similar 
advisory to the State Public Sector En- 
terprises and Electricity Boards to en- 
sure prompt payment of bills of 
MSMEs. To ensure that large numbers 
of MSMEs benefit from the various 
measures announced, the government 
is closely monitoring the implementa- 
tion in consultation with the State/UT 
governments. As per reports received, 
most of the States/UTs are holding 
regular meetings of the State Level 
Bankers’ Committee (SLBC)/special 
SLBC to review the flow of credit to the 
MSME sector, restructuring of MSME 
accounts under stress, prompt pay- 
ments of dues to MSEs by the large 
units, etc. The review mechanism 
through SLBC has helped considerably 


The government has taken up skill development 
as a high priority area so as to impart necessary 
skills to the youth for obtaining gainful employ- 
ment or for setting up their own venture. 


in addressing the liquidity problems 
faced by the MSME sector. 


Providing necessary impetus 

The MSMEs play a vital role in genera- 
tion of employment and contribute sig- 
nificantly to promoting balanced and 
equitable growth in the country. To gen- 
erate significant employment opportu- 
nities through setting up of micro enter- 
prises, the government is implementing 
the Prime Minister’s Employment Gen- 
eration Program. Under the Scheme, Rs 
4,735 cr, in addition to Rs 250 cr to- 
wards Forward and Backward link- 
ages, has been earmarked to generate 
around 37.38 lakh employment oppor- 
tunities during the four years. The em- 
ployment generation during 2008-09 is 
estimated at 6.17 lakh. The upper limit 
of the cost of project that could be set up 
in the manufacturing sector is Rs 25 
lakh while that in the business/service 
sector is Rs 10 lakh. It is a significant 
initiative with attractive subsidy levels 





for promoting self-employment, with 
special focus on rural areas. 

The government has also taken up 
skill development as a high priority 
area so as to impart necessary skills to 
the youth for obtaining gainful employ- 
ment or for setting up their own venture. 
Towards this, the government has 
launched the National Skill Develop- 
ment Mission and has set up a Skill 
Development Corporation that will ad- 
dress the challenge of imparting the 
skills required by our growing economy. 
The Ministry of MSME has also under- 
taken various measures like enhancing 
the training capabilities through Entre- 
preneurship Development Institutes, 
Tool Rooms, MSME Development In- 
stitutes and other organizations under 
the Ministry. In addition, the Ministry 
of MSME has launched a new scheme, 
titled Rajiv Gandhi Udyami Mitra 
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Yojana, for “promotion and 
handholding of Micro and Small Enter- 
prises.” The scheme has been launched 
with the objective of helping and facili- 
tating the potential first-generation en- 
trepreneurs in the completion of various 
formalities and tasks necessary for set- 
ting up and operationalizing their en- 
terprises. 

The government is also taking con- 
stant measures for improving the mar- 
ketability of the products of MSMEs, 
which is critical for the long-term 
sustainability of this sector. The vari- 
ous organizations under the Ministry of 
MSME are engaged in organizing exhi- 
bitions/fairs and buyer-seller meets 
across the country to provide an oppor- 
tunity to MSMEs for displaying their 
products and capabilities. In addition, 
under the MSE Marketing Develop- 
ment Assistance (MDA) Scheme, assis- 
tance is provided to individuals for par- 
ticipating in overseas fairs/exhibitions, 
overseas study tours, or tours of indi- 
viduals as members of a trade delega- 
tion going abroad. Further, various fa- 
cilities are provided in purchases ef- 
fected by the Ministries/Departments/ 
CPSUs to the MSEs registered under 


the Single Point Registration Scheme of 
National Small Industries Corporation 
and 358 items have also been reserved 
for exclusive purchase from the MSE 
sector by the government agencies. The 
government is in the process of formu- 
lating a new procurement preference 
policy for the MSEs to make it more ef- 
fective and to provide impetus to the 
marketing of MSME products in do- 
mestic as well as global markets. 

As a long-term strategy, the govern- 
ment is implementing the National 
Manufacturing Competitiveness Pro- 
gram (NMCP) for enhancing the com- 
petitiveness of the MSME sector 
through better technologies and skills. 
The components of the NMCP seek to 
introduce the best elements of indus- 
trial competitiveness to the MSME sec- 
tor for their long-term sustainability in 
the global market. There are ten compo- 
nents of NMCP, of which five are al- 
ready operational. These include Qual- 
ity Management Systems and Quality 
Technology Tools for MSMEs, National 
Campaign for Investments in Intellec- 
tual Property Rights, Support for Entre- 
preneurial and Managerial Develop- 
ment of MSMEs through Incubators, 


In the corporate jungle, 
predators offen look harmless. 


Get an edge. 
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Marketing support/assistance to 
MSMEs and Setting up of New Mini | 
Tool Room. The government is taking J 
effective measures to operationalize 
the remaining five components, namely, 
National Program on Application of 
Lean Manufacturing, Technology and 
Quality Upgradation Support to 
MSMEs, Marketing Assistance for 
MSMEs and Technology Upgradation 
Activities, Promotion of ICT in Indian 
Manufacturing Sector and Design Clin- 
ics. 


Building a competitive edge 

The strategy adopted by the govern- 
ment in the promotion and develop- 
ment of the MSME sector is expected to 
help this sector in reaching a higher 
growth trajectory and also in generating 
large employment opportunities. At the 
same time, there is a need for the 
MSMEs to build their competitive edge 
by adopting a long-term strategy 
through cost reduction and improved ef- 
ficiency. This would help the MSMEs in 
expanding their market at the global 
level in the current economic scenario. = 
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Brazilian Banks 


Stronger Despite Downturn 





Despite a decline in economic growth, the land of Samba is well-positioned 
for a rebound, backed not just by healthy forex reserves but, more 
importantly, by a fundamentally sound banking system and a solid public 
sector debt position. It is one of the few nations where banks are still held in 
high regard. 





I say everyday Brazil was the last 
country to be affected by the crisis. But we 
also have the possibility to be one of the 
first countries to resolve and get out of the 
crisis. We don't face any problem in our 
financial system. 


— Luiz Inácio Lula da Silva 
Brazilian President 


ver the last decade, Latin 
America’s strongest economy 
has emerged as one of the few 
countries with the greatest potential for 
growth. Despite the global financial tur- 
moil, the Brazilian economy continues 
to differentiate itself with upbeat 


we growth vistas. In a world where finan- 


cial sector is struggling, Brazil’s bank- 
ing sector is converting the country of 
samba into a land of opportunity. 
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Brazil’s banks may be expensive but 
are safe, and none has yet been troubled 
by the global financial meltdown. Their 
profits from regular banking operations 
have been comfortable against fastened 
regulation after the crisis of the mid- 
1990s . Brazil has not suffered from glo- 
bal solvency mainly because of the ex- 
treme conservative lending policies pur- 
sued by its banks. Backed by strong lo- 
cal demand and tax relief, the economy 
is leaving the global crisis behind it and 
will emerge relatively stronger than 
other developed and emerging markets, 
once the global economy stabilizes. 
Brazil’s financial sector growth pic- 
ture has caught the attention of foreign 
institutional investors, which in recent 
years have shown an unprecedented 
process of expansion and consolidation. 





Today, they may be in a position to take 
advantage of their global peers’ weak- 
ness to buy attractive assets cheaply. In 
fact, BRIC (Brazil, Russia, India and 
China) economies are leading the global 
banking sector and some of the biggest 
banks are now in BRIC. China’s Indus- 
trial and Commercial Bank of China is 
now the largest bank in the world, fol- 
lowed by ICBC, Sberbank in Russia, 
Banco Itaú in Brazil and India’s State 
Bank of India. Compared to other econo- 
mies, the banking system in Brazil is in 
good shape, dominated by the largest 
banks, Itau Unibanco Banco Multiplo, 
Bank of Brazil, and the third largest by 
assets Banco Bradesco. 


Crisis! What crisis? 

Amidst global economic meltdown, for 
an economic recovery, a country requires 
a well-functioning banking system. 
Brazilian banks are well-capitalized, 
with no toxic assets or poor lending 
problems. There is no safer banking 
system than that of Brazil and it even 
beats conservative Swiss Banks. For 
instance, 10 out of 19 American banks 
are demanding extra capital, while 
none of Brazilian banks needs anything 
of this kind. World’s top financial insti- 
tutions are still pulling in their horns, 
but Brazilian banks are still expanding 
as if the boom never stopped. In March 
2009, bank lending surged 26.1%, the 
first month-on-month rise since Janu- 
ary, signaling a thaw in credit markets 
in the economy. Corporate results, espe- 
cially from banks, were above expecta- 
tions and are boosting the growth opti- 
mism. The third largest bank, Banco 
Itaú reported a net income of R$7.8 bn* 
in 2008. Unibanco posted R$552.8 bn 
and Itau Unibanco Banco Multiplo re- 
ported a combined net profit of R$10 bn. 


* Brazilian currency - Real (plural Reais) 
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Brazil’s largest private sector bank by 
assets earned R$7.6 bn on its R$454.4 
bn in assets in 2008. Even Citigroup's 
Brazilian subsidiary, (10" largest Bra- 
zilian bank by assets) announced good 
profits, as opposed to its parent’s dire 
straits in the US. 

However, Brazil has scarcely been 
resistant to the deepening global eco- 
nomic and financial sufferings. Its GDP 
growth is expected to fall below 2% 
against 5.2% in 2008. Amidst falling 
industrial output, unemployment rate 
is at its record level since May 1999. 
Against this backdrop, analysts predict 
that credit growth will slow 10% in 
2009 against 31% rise in 2008. Despite 
this, it is still an enviable growth pace 
compared to that of the US and EU, and 
the major banks of Brazil are well-capi- 
talized and remain profitable and solid. 
Even though profits for the year rose, 
signs of slowdown were witnessed in the 
fourth quarter of many banks’ profits. 


More profitable on the American 
continent 

According to a study done by Economa- 
tica, a consulting firm, “three of the five 
most profitable banks on the American 
continent were Brazilian in 2008.” Out of 
the full list of 20 most profitable banks 
on the continent, 14 are US-based, four 
are Brazilian, one is Mexican and one is 
Chilean. Banco do Brasil, Brazil’s larg- 
est state-owned bank with net revenues 
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of $3.76 bn, ranked the third most profit- 
able bank on the continent. The pri- 
vately-owned Brazilian bank group, Itau 
Unibanco group ranked fourth on the list 
with net revenues of $3.39 bn, while 
Bradesco bank was in fifth position with 
net revenues of $3.26 bn. Despite the fi- 
nancial crisis, US-based banks re- 
mained in the first two positions. JP 
Morgan Bank topped the list with net 











revenues of $5.6 bn and Bank of America 
followed with $4 bn. While bankers in the | 
US and Europe are chided for their lack- j 
luster performance, with their reputation 
having come down in some cases, bankers 
in Brazil are featured on the cover pages 
of business magazines for their manage- 
ment artistry and deal-making prudence. 
They no longer fight for survival and are 
able to put together strategies for long- 
term growth. Fabio Barbosa, CEO of 
Santander, says “Brazil’s strong finan- 
cial system is one of the key reasons why 
the economic situation here is better than 
in most other countries.” 


Stringent regulations 

The tough regulatory stance of the cen- , 
tral bank, Banco Central do Brasil, is 
the key reason behind the healthy bank- 
ing system in the country. For instance, 
world’s banks intend to comply with the 
Basel II Accord’s 8% minimum capital 
ratio, whereas Brazil Central Bank 
(BCB) has imposed at least 11% 
against actual levels ranging from 13% 
to 16% of Unbanco and Bradesco re- 
spectively. Besides, the reserve require- 
ments of Brazil’s banks are much more 
stringent than that of the US and Eu- 


President Luiz Inácio Lula da Silva's administration has done a good job of handling the credit crunch, 
which hit Brazil in a big way towards the end of last year when foreign lenders cut off credit lines. The 
quick action of pumping credit into the system has put Brazil in a better position than other countries 
to emerge from the crisis. At the same time, a Brazilian bank could go broke. Our association would like 
to see a system of registering ‘good’ payers to reduce Brazil's high level of default. 

During the credit crunch crisis, some of the smaller banks faced problems, as funding basically 
dried up towards the end of last year. In December 2008, the five biggest banks had 75% of all credit, 
and the smaller and middle-sized banks had the remaining 25%. However, the government has acted 
quickly and introduced a number of measures which have injected credit into the financial system, 
such as reducing the compulsory deposits held at the Central Bank, cutting taxes on some consumer 
products and construction material, and establishing a fund to guarantee up to R$20 mn in deposits. 
This has helped a lot. 

We are stressing the importance of lenders improving their risk management. The world financial 
crisis, fall in consumer confidence, lower production and greater volatility will inevitably cause higher 
unemployment and the level of default will rise. Therefore, banks have to be scrupulous in their credit 
analysis. Not only should they be scrutinizing all the information about the client, but also reassessing 
their instruments to restore credit. At a time of crisis, we need to revaluate the concepts of the whole 
credit cycle. We should create a positive register of ‘good’ payers in Brazil, and banks should lose their 
fear of sharing information in order to ensure the quality of the loan portfolio, the correct areas to direct 
credit to and achieve the right risk/return balance, increase the automation of decisions and improve 
productivity. After all, an economy grows on credit and business revolves around it. . 

(*Savioli is one of Brazil's best-known financiers and is CEO of Banco Panamericano, which 
belongs to the Silvio Santos Group of the eponymous businessman and television broadcaster.) 


— Adalberto Savioli* 
Chairman, National Association of Credit, Financing and Investment Institutions 
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rope, which ranges from 35% to 50% de- 
pending upon the type of deposit, com- 
pared to 15% elsewhere in Latin 
America. High reserve requirements 
means there is no funding problem in 
the economy. Currently, Brazil controls 
domestic reserves in the region of 
R$186 bn, arising from the mandatory 
deposit required from banks to be made 
with the BCB. 

During October-November 2008, 
when banking sector showed signs of 
financial distress, BCB increased li- 
quidity by about R$84.6 bn by lowering 
reserve requirement levels. This move 
gave impetus to bigger banks to buy 
assets from the small banks. Besides, 
to keep credit alive and ease unem- 
ployment, recently the Brazilian gov- 
ernment has injected $45 bn into the 
system. Juan Mascarenas, Professor 
of Financial Economics, Complutense 
University, notes that “the govern- 
ment of Brazil is previding a series of 
economic stimulus initiatives aimed 
at making it easier for the volume of 
credit to grow by an estimated 14% 
this year, and that will benefit the pri- 
vate banking sector.” 


Setting standards 

Besides the central bank and the secu- 
rities market regulator, Comissae de 
Valores Mobiliarios, the banking sector 
has their own industry bodies— 
Febraban (the Brazilian banking fed- 
eration) and Anbid (the national asso- 
ciation of investment banks). All these 
bodies are playing key roles in setting 
high global standards. Santander’s 


Foreign Direct Investment 
(US$ bn) 
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CEO, Barbosa is also acting as the 
President of banking federation, and 
BNP Paribas Brasil’s CEO of asset 
management Marcelo Giufrida is Presi- 
dent of Anbid. Marcelo Giufrida ex- 
plains, “We have created a set of rules 
to be observed and that are supervised 
by Anbid. The Brazilian financial mar- 
kets have performed well in the crisis 
because the regulation is so stringent. 
The capital requirements for invest- 
ment banks and commercial banks are 
the same, whereas in other countries in- 
vestment banks had a freer rein.” He 
further adds, “In derivatives we don’t 
have some instruments, such as credit 
default swaps, which have caused prob- 
lems in other markets, while other 
transactions have to be done through 
the central clearing house so preventing 
the market clogging up when liquidity 
drains out.” 


Riding high on consolidation 

A series of bank mergers and acquisi- 
tions played a key role in the reordering 
of the Brazilian financial sector and 
consolidation is one of the clear trends 
in the banking system. Itati-Unibanco 
is the frontrunner in the race for con- 
solidation in the sector, and it is the 
first Latin American bank with truly 
global prospects. Barbosa says, “What 
we have to do to better serve our clients 
and conquer new clients and markets 
has not changed as a result of the Itaú- 
Unibanco merger. We are going 
through a complex and tough integra- 
tion process and we have to make sure 
we are ahead of other banks going 
through similar integration processes.” 
Since 1995, Itau has made 11 acquisi- 
tions, giving it huge experience with re- 
gard to the success of the Unibanco 
deal. While maintaining their growth 
prospects, Brazilian banks are also do- 
ing their homework in terms of integra- 
tion, pushing through cost synergies by 
improving the quality of their products 
and services. Banking experts predict 
that banking consolidation will con- 
tinue rapidly in 2009. Over the next 3-5 
years, top five banking giants will con- 
trol 85% of the market share, with a bal- 
ance between one public bank, Banco do 
Brasil, two private Brazilian banks, 


Itau-Unibanco and Bradesco, and tw 
foreign banks, Santander and HSBC. 


Growth challenges 

The implications of global crisis and di 
mestic downturn are felt more in reta 
banking than in any other sector. Brazil: 
no exception in this regard. Auto finan: 
ing, the fastest growing sector of reta 
lending, is expected to fall 15% in 200! 
According to BCB, the overall Non-Pe: 
forming Loans (NPL) during the las 
quarter of 2008 rose to 4.4%. NPL ir 
creased for the fifth straight month, hit 
ting 5.0% in March 2009. Paulo Va 
economist at Rio de Janeiro-based Nobe 
Asset Management, predicts, “The weal 
performance of the labor market, for ex 
ample, points to a high probability of nev 
rises of the delinquency rate in the comin; 
months.” Farm lending has been anothe 
area of asset quality concern. Banks hav: 
tightened their credit as prices of soybeans 
wheat and corn have fallen sharply. How 
ever, higher growth in corporate lending i 
expected to compensate banks against the 
slowdown in consumer lending. Barbos: 
avers, “Companies that were funding 
themselves through global financial mar 
kets can no longer do so, and they have hac 
to turn more to Brazilian banks.” 


Outlook 


Brazilian banks learned their lessons 
about the importance of maintaining 
strong balance sheets during the past 
bouts of Brazil’s hyperinflation, devalu- 
ation and other financial upheaval. To- 
day, they have clearly emerged as win- 
ners, in contrast to the troubled global 
financial sector. In the next couple of 
months, integration skills are on top 
agenda, as three major banks are adopt- 
ing their new structures. Together with 
their considerable expertise, they can 
keep the sector on the front pages of busi- 
ness papers for the right reasons in the 
coming months. After controlling the in- 
flation rate, BCB is brimming with dol- 
lars and corporate houses are also in- 
creasingly becoming competitive on the 
global stage. Meanwhile, Brazilian offi- 
cials expect to weather 2009 and begin 
growing again in 2010. = 

- N Janardhan Rao 
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Alternative Energy 


Betting on Biofuels 





Biofuels are not only environment-friendly but are also cheap and do not 
raise concerns about food scarcity, unlike ethanol. However, this has not 
prevented many from dubbing it as yet another bubble in the making. Can 
they be the best bet for countries seeking an answer to the dual issue of 
energy security and global warming? 


It's a bold vision: Replace billions of 
gallons of gasoline not with ethanol from 
corn or other food crops but with biofuels 
made from plants, such as prairie grass 
in Tennessee pastures or algae percolat- 
ing in Florida. 


— BusinessWeek 


or ages, gasoline has been the 

primary source accounting for 

80% of the world’s energy con- 
sumption: from cooking to driving ve- 
hicles to generate electricity. However, 
for quite some time, especially in the 
last few years or so, driven by the desire 
í to secure energy supply in the wake of 
fast depleting traditional oil resources, 
combined with concerns over global 
warming (and also tense geopolitical 
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situation), the western world, in par- 
ticular, has been on a great hunt for al- 
ternative energy sources, notably 
biofuels. This is a far cry from yester- 
years of recent times when the world 
leaned towards ethanol from corn and 
other food crops, sending alarm bells 
ringing across the globe among food sci- 
entists, governments and general pub- 
lic, who feared it would escalate food 
scarcity further. 

According to BBC, biofuels are any 
kind of fuel made from living things or 
from the waste they produce. Examples 
include pellets or liquids made from 
wood, biogas (methane) from animals’ 
excrement, etc. Biofuels are different 
from fossil fuels in the sense that the 
latter is driven from plants decomposed 
millions of years ago, while biofuels are 


derived from current plants. Biofuels 
are not only cheaper than the conven- 
tional energy sources like gasoline but 
also environment-friendly. USA and 
Brazil are leading the biofuel revolu- 
tion, developing it from a wide variety of 
feedstock, ranging from corn, maize, 
sugarcane. etc. Companies like BP, 
DuPont and Shell are on the verge of 
cracking what many also call the ‘won- 
der fuel’ by using varied technologies on 
a wide range of feedstock from Prairie 
Grass to cornstalks to Algae; the last one 
appears more promising of the lot as 
various oils can be generated from it by 
varying the production environment. 


A nascent industry 

Surprisingly biofuels have a long his- 
tory. In fact, according to the National 
Geographic Society, they have been 
around as long as cars. At the start of the 
20" century, Henry Ford planned to fuel 
his Model Ts with ethanol, and early die- 
sel engines were shown to run on peanut 
oil, it says. But biofuels lost the race to 
petroleum products owing to the discov- 
eries of huge reserves that helped lower 
their costs over the years, while the 
former largely remained forgotten until 
a few years ago, when the world woke up 
to the promises of an alternative fuel to 
fight rising oil prices and greenhouse gas 
emissions. 

Nevertheless, given the fact that the 
industry is still in its infancy, many ex- 
perts feel that it needs more support in 
the form of subsidies and other incen- 
tives from the governments across the 
globe that would help create demand. 
Developed nations such as US, Brazil 
and New Zealand plan to implement 
emission norms for every vehicle with 
an aim to promote biofuel among mo- 
torists. Carmakers too have responded 
positively and are also aggressively 
manufacturing their new models that 
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are biofuel-compliant. Companies such 
as Honda, Toyota, Nissan, Mercedes 
Benz, Volvo and Mazda have already 
launched a few models that can run on 
bicfuel and petrol-blend. For example, 
Honda has introduced next generation 
hybrid technology in its Honda Civic 
models in US, which experts believe 
would revolutionize the fuel technology. 
Analysts believe that biofuel industry 
would supplement oil industry. How- 
ever, the critical factors for its success in 
the long-term would depend on the 
availability of feedstock, technology in- 
tegration and most importantly con- 
tinuous funding. 

Much of the gasoline in US is 
blended with a biofuel—ethanol. This is 
the same stuff as in alcoholic drinks, 
except that it is made from corn that 
has been heavily processed. There are 
various ways of making biofuels, but 
they generally use chemical reactions, 
fermentation, and heat to break down 
tne starches, sugars, and other mol- 
ecules in plants. The leftover products 
are then refined to produce a fuel that 
cars can use. Other countries are using 
various kinds of biofuels. For instance, 
Brazil, the top global producer of 
biofuels, for long has turned sugarcane 
mto ethanol, and some cars there can 
run on pure ethanol rather than as addi- 
tive to fossil fuels. And biodiesel—a 
diesel-like fuel commonly made from 
palm oil and Jatropha plants—is gen- 
erally available in Europe. 


A great solution? 

On the face of it, biofuels look like a 
great solution. Cars are a major source 
of atmospheric carbon dioxide, the main 
greenhouse gas that causes global 
warming. But since plants absorb car- 
bon dioxide as they grow, crops grown 
for biofuels should suck up about as 
much carbon dioxide as comes out of the 
tailpipes of cars that burn these fuels. 
And unlike underground oil reserves, 
biofuels are a renewable resource, since 
we can always grow more crops to turn 
into fuel. 

Unfortunately, it is not so simple. 
The process of growing the crops, mak- 
ing fertilizers and pesticides, and pro- 
cessing the plants into fuel consumes a 
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lot of energy. It is so much energy that 
there is an ongoing debate about 
whether ethanol from corn actually pro- 
vides more energy than is required to 
grow and process it. Also, because much 
of the energy used in production comes 
from coal and natural gas, biofuels do 
not replace as much oil as they use. 
Many think a better way of making 
biofuels will be from grasses and sap- 
lings, which contain more cellulose, the 
tough material that makes up plants’ 
cell walls, and most of the weight of a 
plant is cellulose. If cellulose can be 
turned into biofuel, it could be more effi- 
cient than current biofuels and emit 
less carbon dioxide. 


A bubble in the making? 


A section of critics have written off it as 
yet another bubble waiting to happen. 
However, Brazil’s initial success does 
help negate such criticisms. The Latin 
American nation leads the race as the 
world’s ‘greenest’ energy suppliers, as 
its energy production is dominated by 
two sources: wood and oil, according to 
Brazil’s Energy Research Company. 
Moreover, the energy generated from its 
renewable sources accounts for 46% of 
the overall consumption. Further, on 
the biofuel front, its feedstock has been 
sugarcane, which is considered the most 
efficient and best alternative to corn- 
based ethanol produced in US, which 
many believe is a thirsty crop. Accord- 
ing to the Institute for Agriculture and 


Trade Policy, the corn-based ethanol i 
dustry requires 3 gallons of water 
produce 1 gallon of fuel, clearly maki 
sugarcane a best alternative for corn : 
feedstock. 

Over the years, companies has 
been developing biofuel from vario 
feedstocks ranging from soya bea 
palm oil, sugarcane, wood waste, mi 
nicipal waste, switch grass, etc., whic 
are then converted into ethanol throug 
yeast fermentation process. Howeve 
many first generation feedstock had 1 
face severe criticism as they were con 
peting with the human food chain, d 
verting much of the feedstock, leading t 
rising food prices and hunger worldwid 
that led scientists to focus on secon 
generation biofuels, which were derive 
from non-food stocks like waste biom 
ass, wheat stalks, corn, wood, to prc 
duce cellulosic biofuels like Bio-Methz 
nol, Bio-Hydrogen, etc. by recreating th 
animal digestive process to break gras 
into glucose sugar, which was then con 
verted into cellulosic ethanol resultin; 
in Bio-Diesel, etc. The biofuel industr 
got a major breakthrough from thir 
generation feedstock —algae, thanks t 
its low input-high yield factor. Accord 
ing to experts, algae produces 30 time 
more energy per acre compared to soy: 
crops, making it a formidable option fo 
generating biofuel. 


Initial successes 
In January 2009, refiners at Honeywel 
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“Whether biofuels offer an opportunity that should be promoted or create prob- 
lems that should be avoided depends on the feedstock and technology utilized and 


changes in land use.” 


Do you think that biofuel is the next big revolution or just another bubble 
in the making? 
Biofuels will be one of the alternative energy sources that will 
help reduce both dependence on petroleum exporters and de- 
crease greenhouse gas emissions to mitigate global warming 
and climate change. However, whether biofuels offer an oppor- 
tunity that should be promoted or create problems that 
should be avoided depends on the feedstock and technology 
| utilized and changes in land use. In particular, a clear distinc- 
\tion should be made between maize or corn-derived ethanol in 
US and Brazil’s sugarcane-based ethanol industry. 

The largest source of biofuel is ethanol produced from 
maize in US, which is expected to use a third of the crop har- 
vested in fall 2008, according to the US Department of Agri- 
culture. In US's case, political enthusiasm and government 
incentives have led to the development of an industry with 
fewer benefits than disadvantages. The industry is supported 
by a 45 cents per gallon subsidy by the federal government, 
additional state subsidies in many cases, and a tariff of 54 
cents per gallon to block the importation of cheaper sugar- 
cane-based ethanol from Brazil. 

The US ethanol industry experienced its own bubble of 
overbuilding in 2007 and 2008 and an unsustainable debt 
load in some cases, when oil prices were increasing and 
reached over $140 per barrel. With oil currently at $50 per 
barrel or below and corn at $3.75-$4.00 per bushel, many etha- 
nol producers are struggling. About 20% of US ethanol produc- 


tion capacity is currently idle. Some of the ethanol producers 
with the highest burdens of debt have gone into bankruptcy. 
One producer, Verasun, that had expanded very quickly in the 
boom declared bankruptcy and was then purchased by an oil 
company. 

Can biofuel be an alternative source of energy to meet the enormous 
global demand? 

Currently, the most economical and greenest feedstock for 
biofuel is sugarcane, and Brazil has developed the most so- 
phisticated industry. The high efficiency of sugarcane-derived 
ethanol in Brazil is based on the development of high yield 
sugarcane varieties, the much lower requirement of sugar- 
cane for fertilizer than maize, and the higher rate of photosyn- 
thesis in lower latitudes. Sugarcane only needs to be re- 
planted every five or six years, unlike maize that must be 
planted annually. Moreover, the production of ethanol from 
the sugar in the cane is a more direct and less costly process 
than first converting the starch in maize into sugar, then in 
ethanol. Brazilian ethanol plants are also fueled by bagasse, 
the crushed cane left over after the sugar is extracted. More 
efficient plants with new high pressure boilers produce 
enough steam from the bagasse to generate electricity that is 
sold to the electric grid. A high proportion of the automobiles 
in Brazil are now flex-fuel, so they can run on either ethanol or 
petrol, and most service stations in Brazil sell both. 

Apart from the biodegradable quality, what challenges does biofuel face 
in the future? 


created history of sorts, by fueling a 
Continental Jet 516 at Hudson with a 
‘synthetic alternative biofuel’, blended 
with petroleum-based kerosene on a 
50:50 basis, produced from Jatropha 
and algae, powering one of its twin en- 
gines. “The properties of the fuel are 
fabulous, in fact, the bio part of the 
blend has a lower freeze point than Jet 
A,” Billy Glover, Managing Director of 
environmental strategy at Boeing, was 
quoted as saying by the Scientific Ameri- 
can. He further said, “The fuels we’re 
testing now have equal or better energy 
content than the Jet A requirements,” 
‘and is optimistic that in future, biofuels 
would be the best alternative to tradi- 
tional petrol. Jet A is a kerosene grade 
fuel, which has a higher freeze point 
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(maximum of -40 degree Celsius). It has 
the same flash point as Jet A-1 but a 
higher freeze point maximum 
(-40°C). Tim Zech, VP, Corporate Af- 
fairs at Sapphire Energy, who provided 
the required blend for the Jet, said, 
“Crude oil is nothing but algae from 10 
million years ago during a great algae 
bloom that got transported under- 
ground and today we call it crude oil” 
currently, and adds, “We take that pro- 
cess and speed it up by 10 million years 
and produce green crude.” Analysts note 
that the new jet fuel called synthetic 
paraffinated kerosene possesses good 
or better qualities than Jet A refined 
from petroleum, as it does not freeze at 
high-altitude temperatures, thus deliv- 
ering more power to the engines, and is 


lighter—another plus. Chemist Jenni- 
fer Holmgren, UOP’s General Manager 
of the renewable energy and chemicals 
business, said, “If the feedstock is avail- 
able, we can process it to make fuels of 
the same capability”, signifying that 
companies with advanced technology 
and with bunch of cash reserves only are 
winners in the market. 

Another success story was charted 
by Japan Airlines at the start of 2009, 
after they tested a new form of jet 
biofuel derived from Camelina, a weedy 
flower native to Europe, in one of its 
Boeing 747-300 with one engine burn- 
ing a blend of biofuel and regular Jet A. 
According to Chief Pilot, Keiji 
Kobayashi, “The fuel was quite a good 
alternative as it delivered similar per- 
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One clear challenge is the food versus fuel tradeoff. Maize- 
based ethanol contributed to the sharp global rise in grain 
prices in 2007 and early 2008. The International Food Policy 
Research Institute attributes some 30% of the price increase 
to maize-derived ethanol. On the other hand, the world price 
of sugar only rose marginally during this period. 

A second challenge is whether biofuels provide a clear 
benefit in terms of reducing carbon dioxide and other green- 
house gas emissions. The estimated reduction in greenhouse 
gases from maize-based ethanol, compared to gasoline or 
petrol from petroleum, is 15-20%, depending on the fuel used 
to run the ethanol production plant. The greenhouse gas 
emissions in comparison to gasoline may actually be in- 
creased if coal is used to fuel the plant. 

A US environmental organization in 2007 estimated the 
reduction in greenhouse gas emissions with sugarcane-based 
ethanol, compared to petrol, at 56%. Since then sugarcane 
yields have risen in Brazil, more of the crop is mechanically 
harvested, and the extraction efficiency of ethanol plants has 
improved tremendously. The Brazilian Sugarcane Industry 
Association now puts the reduction at 90%. These estimates 
do not account for the conversion of wild habitat to produc- 
tion, which would release large amounts of carbon dioxide 
sequestered in the biomass and soil. However, the major ex- 
pansion of sugarcane in Brazil has been onto degraded 
pastureland. 


There is a great deal of hype and may be some real oppo 
tunities with cellulosic (plant biomass) and other advance 
biofuel technologies. There are a number of advanced biofu 
research experiments and some pilot cellulosic plants ope 
ating in the US, in most cases with partial government su 
port. However, none of these technologies have so far prove 
to be commercially viable. There is also the question 
whether they will compete with agricultural and/or enviro; 
mental preservation for land, since any widespread use | 
cellulosic biofuel would require large amounts of biomass. 
Do biofuels represent a unique opportunity for developing nation 
especially India? 

About hundred (mostly developing) countries produce suga 
cane and some could duplicate Brazil’s success. India is th 
largest sugarcane producer in the world, and sugarcan 
based ethanol may offer a particular opportunity. Howeve 
sugarcane yields will have to be substantially increased if ; 
is not to compete with food production. In the case of Brazi 
the government began to encourage its ethanol program afte 
the Oil Shocks of the 1970s. Likewise, if India were going t 
develop a significant sugarcane-based biofuel industry, 
long-run commitment would be necessary from the goverr 
ment to help support research and development and invest 
ment. 

*Professor, Director, Center for International Food and Agricultural Policy 


University of Minnesota, USA. Co-Director, The Food Industry Cente: 
Co-author—Ending Hunger in Our Lifetime: Food Security and Globalizatior 


formance to regular jet fuel.” Jim 
Proulx, Boeing’s spokesperson, said, 
“We’re going to assess the data col- 
lected in flight, and also be doing en- 
gine system tear downs to examine 
and make sure everything looks like it 
is supposed to look after a normal 
flight.” These initial successes have 


Biofuels Pathway 


led to huge anticipation among aircraft 
manufacturers, and a consortium of 
airline representatives and engine 
makers are assessing whether biofuels 
are the best bet instead of gasoline, 
which can benefit the aviation industry 
in terms of lower fuel costs and reduced 
emissions. 


Replacing fossil fuels? 

Notwithstanding recent successes, th 
industry faces significant challenge 
though. To begin with, for instance 
corn crop is thirsty by nature as corn 
based-ethanol plants undergo variou: 
stages, such as evaporation, coolin; 
and waste water discharge, which de 
mand huge water resources. Currently 
corn plants are sprawled across Iowa 
Illinois, Nebraska, Minnesota and In 
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diana, which possess enough water 
however, it cannot be grown in othe: 
areas, Clearly signifying the fact that i 
is a geo-specific crop. This can be <é 
major limiting factor for the corn. 
based ethanol manufacturers. Re. 
cently, a consortium of experts advisec 
the Obama administration to limit 
ethanol’s ratio with petrol used in ve- 
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Vehicle Technology/Time 


hicles, as they fear that population 
growth and climate change would fur- 
ther impact not only the US, but the 
world, with too little water. “We’re 
headed in the wrong direction and this 
problem is not going away,” said Mark 
Muller, Program Director at the Insti- 
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tute for Agriculture and Trade Policy. 
“This water issue is like the financial 
crisis... and I’m afraid something awful 
is going to happen,” added he. Another 
problem, as many experts highlight, is 
biofuels require more energy in produc- 
tien than they provide and might not 
reduce greenhouse gas emissions as 
predicted, and the growing usage of fer- 
tilizers may exacerbate oceanie dead 
zones as a result of chemical runoff into 
streams. Also, strangely, biofuel’s fate 
is highly linked to oil prices: lower oil 
prices could wean motorists away from 
biofuels and thus depress demand for 
alternative energy, which, in turn, could 
aggravate problems on the financial 
front. For instance, when oil prices 
zoomed above $140 per barrel in the 
summer of last year, companies such as 
VeraSun Energy invested huge capital 
in growing feedstock such as corn and 
maize extensively. However, some time 
later, when they were busy processing 
the fuel, the prices of oil crashed to be- 
low $50 per barrel, leading it to head 
towards bankruptcy before it was fi- 
nally taken over by Valero Energy. 
Further, many environmentalists 
believe that any bio-feedstock compet- 
ing with food-crops could have larger 
ramifications on the human food chain. 
For example, a sharp rise in oil prices 
would spur the demand for Camelina 
oil, which may tempt farmers to grow 
less wheat. “If the incentives are wrong 
it could displace wheat,” said Holmgren 
of UOP, a division of Honeywell. Then 
there is the issue of pricing. Analysts 
suggest that since companies use differ- 
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ent feedstock for generating biofuel, the 
price of the biofuel may fluctuate on pro- 
duction costs, feedstock prices, and pro- 
cess energy used, making the same 
fuel’s price differ across countries. Also, 
the absence of a technological bench- 
mark would further make it harder for 
biofuel producers to compete effectively 
with one another in the market. 

Besides, regarding the development 
of cellulosic biofuels, while there has 
been much anticipation that they would 
contribute to the growth of the biofuel 
industry, disappointingly, none of these 
plants have been able to contribute to 
the success, though they gulped huge in- 
vestments. Then there is the challenge 
of securing supply of raw materials like 
plant biomass. For instance, according 
to BusinessWeek, producing 30 billion 
gallons of fuel takes 300 million or more 
tons of plant material and growing this 
much cellulose would take at least 30 
million acres of land. “I think the big- 
gest problem for everybody is how are 
we going to grow, gather, store, and treat 
the biomass,” it quoted Brent Erickson, 
lobbyist for the Biotechnology Industry 
Organization, as saying. Lastly, there 
might be very few takers for companies’ 
claims that biofuels would one day re- 
place the traditional petroleum indus- 
try. For, even if biofuel were to be suc- 
cessful, they would still need to be 
blended with petral-based kerosene, 
which means that there is no way they 
would totally replace fossil fuel. 


Yet they are the hope 


Despite some of these daunting chal- 


Advanced Generation 


lenges, biofuels could be the answer 

effectively deal with the issues of glok 
warming and importantly energy sec 
rity. Experts say that companies wou 
bank on feedstocks such as Jatroph 
Camelina and algae for cracking tl 
wonder fuel in the years to come. In tl 
meantime, the sugarcane-based eth 
nol industry holds big promises, goit 
by its success in Brazil, emerging as tl 
most economical and greenest fee 
stock for biofuel, owing to high efficien: 
of ethanol derived from sugarcan 
which needs to be planted once in fi 
years, making it a less thirsty crop. B; 
gasse, the leftover cane after sugar 

extracted from sugarcane, is also ut 
lized for producing steam, which in tur 
generates electricity, thus making opt 
mum use of sugarcane, which is enviro1 
ment-friendly and generates alterné 
tive source of energies with over 56% ri 
duction in the greenhouse emissions £ 
compared to traditional energy source 
like fossil fuels. 

But it is not going to be all hunky 
dory. First of all, it would be a tall orde 
to convince all motorists to migrate t 
the new alternative energy. Also, thi 
would require huge investment in set 
ting up infrastructure to deal with grow 
ing usage of biofuel. Besides, autome 
kers would also be forced to do awa 
with or tweak warranties on their ve 
hicles which most motorists would fin: 
difficult to part with. Also, not all th 
biofuel manufacturers will survive i1 
the long run. Smaller firms anc 
startups may be found wanting for thi 
scale economies and funding. Also, no 
all technologies would retail their use 
fulness for long, and hence there woul 
be only fewer and better ones left. Thi: 
may raise the fear of a bubble akin ti 
the tech bubble of the 1990s. 

However, one thing is for sure 
biofuels are the world’s best be: 
against issues of fast depleting oil re 
sources, energy security and green 
house gas emissions. There can be nc 
second opinion on that, at least fo 
now, unless some new, better alterna: 
tives emerge. . 


— Amit Singh Sisodiya and | Ramana Pemmaraju 
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Gilt Funds 


Losing Glitter? 


Gilt funds which delivered a stellar performance towards the end of 2008 
failed to inspire confidence this year as they slipped into the negative zone. 





funds, a section of investors in 

these funds are an agitated lot in 
recent months. Gilt fund returns have 
_ been no less volatile than those of eq- 
uity funds and the plight of investors 
who shifted their investments from eq- 
uity to gilt funds in the beginning of 
2009 can be aptly described by the cliché: 
“Out of the frying pan, into the fire.” In 
2008, a year that saw most asset classes 
wilt under the heat of a global financial 
meltdown, gilt funds were rated as sec- 
ond best performing asset category, next 
only to gold exchange traded funds which 
topped the return charts. No wonder, 
lured by the superlative returns, many 
High Net worth Investors (HNIs) joined 
the gilt fund bandwagon. Thanks to the 
huge government borrowing program, 
most of these funds are now logging in 
negative returns as a result of rising 
yields. 


[= by the roller coaster ride of gilt 


Modus operandi 
Before looking at the reasons behind 
the roller coaster ride of gilt funds in re- 
cent months, let’s get into the nitty- 
gritties of these funds. Unlike the tradi- 
tional debt funds which invest in debt 
instruments across the board, gilt 
funds are mutual funds which particu- 
larly invest in Government securities 
(G-secs or Gilts). Indeed, gilts are bonds 
issued by RBI on behalf of Government 
of India (Gol) which uses these funds to 
meet its expenditure commitments. Pre- 
dominantly, entities such as banks, in- 
surance companies, and provident funds 
‘prefer to invest in gilts for safety and 
statutory reasons. Thanks to the avail- 
ability of a large number of participants 
and long tenure issues, along with near- 
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zero risk, a vibrant secondary market 
has developed in gilts too. Nevertheless, 
the ample liquidity in turn spikes the 
volatility for gilts in the market. 

These heavily traded instruments 
do not get exposed to credit risk, as lend- 
ing to government entails negligible de- 
fault risk. Nevertheless, they are very 
sensitive to the interest rate move- 
ments. Any variation in CRR or repo 
and reverse repo rate impinges on bond 
prices, as demand changes. Thus, the 
interest rate outlook primarily drives 
the demand and in turn the bond prices. 
Bond prices are inversely related to in- 
terest rates and bond yields. For in- 
stance, when interest rates fall, bond 
yields too fall, leading to a surge in bond 
prices. As gilt funds invest in these in- 
terest rate-sensitive gilts, they are also 
exposed to similar risks. 

For retail investors, gilt funds are a 
convenient way of investing in gilts. 
Says Ramkumar, “It is difficult to in- 
vest directly in G-secs due to the large 
size of lots traded in the wholesale debt 
market. In the retail segment, volumes 
are quite low and the bid-ask spreads 
quite wide. The absence of liquidity 
makes it difficult to sell the securities 
in times of need. Given the convenience 
of buying and selling G-secs through 
MFs, gilt funds should be the preferred 
way of investing in G-secs.” Also, gilts 
with longer tenures are volatile, while 
the ones with shorter tenures are 
stable, though they offer lower yields. 


Simple to spectacular 

During the last few years prior to 2008, 
when equity markets were on a rising 
spree, equity funds caught the fancies of 
the investors. The phenomenal perfor- 


mance of equity markets has lured even 
the risk-averse investors who opted not to 
miss the boat by being invested in debt 
instruments. Nevertheless, the invest- 
ment scenario has changed dramatically 
since the early 2008 when equity markets 
began to fall like ninepins. The global fi- 
nancial crisis and the subsequent reces- 
sion fears have wreaked havoc in almost 
all the economies across the globe and 
dampened their stock markets. Thus, the 
spooky investors began to shun equity 
funds in favor of debt funds. 

Nonetheless, gilt fund returns in 2008 
have varied dramatically. Indeed, the first 
half of the year witnessed very modest re- 
turns and chalked up nothing spectacular, 
as interest rates were on a steady 
uptrend, given the central bank’s higher 
interest rate policy to subdue rising infla- 
tion. Between April and September, RBI 
hiked cash reserve ratio (CRR is the level 
of cash that commercial banks are re- 
quired to keep with RBI) by 150 basis 
points (bps) to 9% and repo rate (the 
short-term lending rate at which RBI in- 
jects liquidity into the system by way of 
lending to the banks against pledging of 
government bonds) by 125 bps to 9%. The 
tight monetary policy, coupled with global 
turmoil, had started affecting the 
economy adversely by leading to a tight- 
ening of credit conditions and high inter- 
est costs, which in turn led to recession. 
Globally, in an attempt to ward off reces- 
sion, central banks went on a rate cutting 
spree. Their main motive was to pump li- 
quidity into the system and revive their 
respective economies. 

India is no exception to this trend. 
RBI has also changed its stance to a 
growth bias as it endeavored to ease li- 
quidity conditions and enhance credit 
flows. As inflation numbers literally 
crashed from double digits to the low 
single digits, the RBI embarked on an 
interest rate cutting spree. Thus, it ush- 
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ered in an era of falling interest rates. 
On October 10, 2008, RBI slashed CRR 
by 150 bps to 7.50% of Net Demand and 
Time Liabilities (NDTL) from 9%. RBI 
also announced a reduction in the repo 
rate under the Liquidity Adjustment 
Facihty (LAF) by 100 bps to 8% from 
9%. Again, with effect from November 3, 
2008, RBI reduced the repo rate under 
the LAF by 50 bps to 7.5%. The CRR is 
reduced to 5.5%. Further, with effect 
from December 8, RBI trimmed the 
repo rate from 7.5% to 6.5% and reverse 
repo rate (the short-term borrowing 
rate at which the central bank absorbs 
liquidity from the banks by releasing 
government bonds) from 6% to 5%. Even 
the year 2009 has witnessed a series of 
rate cuts. With effect from January 2, 
RBI cut the repo rate and the reverse 
repo rate by 100 basis points each to 
5.5% and 4% respectively. It has also 
cut the CRR by 50 bps to 5% in January. 

All these measures worked in favor of 
gilt funds as the 10-year bond yields on gov- 
ernment bonds fell from a high of 9.55% in 
July 2008 to around 5.5% in December and 
to a further historic lew of 4.86% in early 
January. Undeniably, the reversal of the 
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interest rate cycle has kicked in lewer 
yields, which in turn contributed to higher 
gilt prices. Thus, the falling yields be- 
stowed superlative returns to gilt funds in 
2008. For instance, the median annual re- 
turn of gilt fumds as on December 31, 2008 
was 25.76% with the best scheme return- 
ing 45.29%. These returns are all the more 
alluring at a time when the equity markets 
are logging in negative returns. Gilt funds 
garnered returns as high as 35% in abso- 
lute terms in the three-month period be- 
tween October and December 2008. Hence, 
it is no wonder many HNIs have jumped 
into the gilt fund bandwagon. 


in negative returns. 


Reversal of fortunes 
Gilt funds became the flavor of the sea- 
son for many investors who made a bee- 
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line. Though | ice adai thatti the fall- 


ing interest rates would further in- 
crease the gilt prices, the assumption 
turned out to be a costly mistake. Con- 
trary to expectations, the 10-year bond 
yields have risen sharply to over 7% 
from the lows in January. The primary 
reason for this being government’s ongo- 
ing borrowing program. As the govern- 
ment has announced fiscal stimulus 
packages to stimulate and weather the 
economy from the global financial cri- 
sis, it did spike its market borrowing 


Thanks to the huge government borrowing 
program, most of the gilt funds have been logging 


program to fund its increased expendi- 
ture. The Central Government has 
raised the market borrowing program 
for 2008-09 to Rs 3,42,769 cr (gross) 
and Rs 2,66,539 cr (net), as against the 
budgeted amount of Rs 1,76,453 cr 
(gross) and Rs 99,000 cr (net). 

Though RBI made continued efforts to 
drag down interest rates, to the dismay of 
many, the yields refused to budge in re- 
sponse. The spate of rate cuts by RBI by 
50 bps and 25 bps on March 4 and April 
21 respectively could not fetch any posi- 
tive results. The reason being, anticipa- 
tion of a flood of new bonds from govern- 
ment borrowing program has kept mar- 
ket players at bay. Considering the recent 
rate cuts, ideally, the yields should be 
around 5%. Instead, rather than falling, 


Gilt Funds: Hit by Volatility 
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yields are on a rising spree and hoverir 
around an average of 6.30% since the b 
ginning of the year. In the January-Mar« 
quarter, only six of the 47 schemes poste 
positive returns. Though the one-year ca 
egory average for gilt funds appears a) 
pealing, at 12.7%, the three-month retur 
of minus 9.5% ending March 2009 con 
pletely skews the picture. 


Caveat emptor 

Gilt funds usually perform well in a sce 
nario where the interest rates are likel 
to go down. There are chances that gi 
funds become dull investment optio 
even if interest rates remain inactiv 
for a longer period or move on an upwar 
trend again. Commenting on the out 
look for gilt funds, Shah said, “The (G 
sec) market will remain choppy and th 
situation would demand dynami 
money management.” 

Ritesh Jain, Head of fixed income a 
Canara Robeco AMC, opines tha 
bonds could do well in the next tw 
quarters. “But the real skill would be t 
exit when the situation changes agai 
towards worse. With governmen 
pumping in money the way it is, infla 
tionary pressures are sure to resurfact 
by the end of the year,” he added. If in 
flationary pressure comes in, then RB 
will have to hike the rate again. Gil 
funds are volatile and so investment: 
can be justified only if the returns are 
high enough. Hence, investors ought t« 
bear in mind their risk-return profile 
before taking the plunge.s= 

— Y Bala Bharath 
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US’ PPIP 


Sure Hit or Damp Squib? 





Geithner’s latest plan attempts to de-clog banks’ balance sheets and rev up 
lending with least burden to the taxpayer. But it is not free of holes. 





e US Treasury Secretary Timo- 
thy Geithner, who has faced sev- 
eral criticisms before and after 

taking office in January 2009, has re- 
cently unveiled a new plan to get rid of 
the troubled assets clogging banks’ bal- 
ance sheets. His ‘bad bank’ concept, 
first of his plans framed on the lines of 
the Swedish experience, was rejected 
because the government had to pump in 
a lot of taxpayers’ money for bank bail- 
outs. Since the American banking sys- 
tem flourished for years in the hands of 
the private players, Larry Summers, 
Obama’s White House economic ad- 
viser, ruled out his second plan—na- 
tionalization of banks. 

In the midst of criticisms, 
Geithner’s latest plan—known as the 
Public-Private Partnership Invest- 

f ment Program (PPIP)—calls for work- 
ing in unison with the private sector to 
help pump capital into banks and re- 
start consumer and small-business 


lending. As the government cannot fix 
the financial crisis alone, the best way 
to get through this is to work with the 
markets, says Geithner. Also, he feels 
that the risk would be equally shared 
between the government and private 
sector if they worked together. Some 
analysts view that the new plan is cer- 
tainly a lot meatier than the earlier 
two, and both equity and debt market 
investors welcomed the plan. The Dow 
Jones Industrial Average (DJIA) rose 
by almost 500 points and the treasury 
yields fell by 50 basis points on the day 
of announcement. The credit-deriva- 
tive spreads also narrowed, signaling a 
lower risk of bank defaults. Keeping 
the merits aside, a few analysts are 
also skeptical as to how effectively the 
plan would work. 


Two-pronged plan 
US government’s efforts to free the 
American financial system from the so- 


called toxic assets began in October 
2008 with the constitution of $700 bn 
Trouble Assets Relief Program (TARP). 
Total commitments under TARP are 
estimated to be $608 bn. The remaining 
$92 bn are set aside to plug banks’ capi- 
tal holes once the stress tests are com- 
pleted. Therefore, the government may 
find it difficult to finance the buying of 
banks’ toxic assets as said before. Ana- 
lysts are also of the view that the Trea- 
sury is avoiding going to Congress for 
more funds to fix the banks. Therefore, 
the asset-buying component of the 
same TARP program is refashioned 
into PPIP, say analysts. By combining 
private and public capital, the govern- 
ment hopes to generate up to $1 tn of 
buying power using only $75 bn-100 bn 
of TARP money. 

PPIP looks like a two-pronged plan, 
which is designed to set up funds to 
provide a market for the legacy loans 
(real estate loans held directly in the 
books of the banks) and legacy securi- 
ties (securities backed by loan portfo- 
lios) that currently burden the finan- 
cial system. According to the plan, 
Treasury would be banking upon in- 
vestments from the private players 
like pension plans, insurance compa- 
nies, hedge funds and other long-term 
investors in the troubled assets of the 
banks. To encourage investors to buy 
these assets, the US government is set 
to offer lucrative subsidies and shoul- 
der much of the risk. The Treasury Sec- 
retary specified that the leverage for 
these investments will be provided by 
the Federal Reserve or the Treasury at 
subsidized rates and is guaranteed by 
the Federal Deposit Insurance Corpo- 
ration (FDIC). 

According to the plan, for every pri- 
vate dollar invested in impaired loans, 
a matching dollar of equity and $12 of 
other financing will come from the gov- 
ernment. It works like this—initially 
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US’ PPIP 





INTERVIEW Je 


= Cristiana Tudor” 


“For the investing houses, the PPIP will work like an option: the loss will be limited to a 
minimum amount—the premium paid at the beginning—while the gain can be substantial.” 


Geithner is keen on striking the right balance between their need to 
promote the public trust and using taxpayer money prudently to 
strengthen the financial system. Do you think the latest Public-Private 
Investment Program (PPIP) unveiled by him would serve the purpose? 
Emilios: Given the terrible state of the US and European 
banking industry, admittedly the US Treasury had very lim- 
ited room for maneuver. In an illiquid market and given the 
continuous fall of the US housing market (albeit at a reduced 
rate), it is very hard to find the value of the so-called toxic 
assets, since this is mostly based on cash-flows generated by 


P the asset and forecasted delinquency rate. Thus, in the long- 


a 


run, it all depends on the ability of the US citizens to keep up 
with mortgage payments in the course of the current recession 
and beyond. Therefore, the Treasury had to come up with an 
ingenuous way to take those assets from the hands of the 
banks and unclog the provision of credit to the economy. How- 
ever, the US Treasury possibly chose the least advantageous 
to the taxpayer of the many bad but inevitable solutions. Pos- 
sibly in the long run, a ‘bad bank’ solution would have cost less 
to the US taxpayer than the PPIP. 

Cristiana: I find the public-private investment program to be 
superior to other alternatives, like letting the banks to gradu- 
ally work these assets off their balance sheet or the govern- 
ment purchasing the assets directly. 


Do you think the combined effort of the government, Treasury, the FDIC 
and the private investing houses would help tackle the glut of toxic 
assets clogging bank balance sheets? 

Emilios: Yes, it seems that their combined effort has started 
bringing results in terms of credit expansion. However, the 
stress-tests, which the Fed and the Treasury undertook to dis- 
cover if the main US banking institutions were solvent, un- 
veiled the need for several banks, and more importantly for two 
of the biggest US banks, Citibank and Bank of America, to 
boost their regulatory capital base. The stress-testing was nec- 
essary in order to assuage the fears of global investors and also 
dispel the widespread suspicion that the TARP institutions 
were essentially bankrupt. Raising capital in the current cli- 
mate may prove expensive and will have an adverse impact on 
credit expansion and creation of new assets (loans). 

Cristiana: Yes, I consider that the creation of a market for 
these assets, as a consequence of the PPIP, will help banks 
eliminate a good part of toxic assets from their balance sheet. 
If it had been possible for them to liquidate these assets on 
their own, they would have already done so. It is obvious that 
the PPIP can only help them by creating a market and even 
raising the prices of these assets (in an auction). 


Assuming that this plan would be successful, how do you think it would 
benefit the taxpayers and common people? Are there any risks to them? 


Emilios: Unclogging the banking industry from the so-called 
toxic assets has meant that credit expansion, an essential com- 
ponent of economic growth, has resumed. A growing economy is 
an economy generating new jobs, and in that sense, US citizens 
may soon see the benefits of the PPIP. However, the PPIP’s 
method of valuing the so-called toxic assets means that the US 
taxpayer will benefit only if the US economy shows strong rates 
of growth in the future and the housing market experiences 
rising prices comparable to those seen in the last bubble. Ac- 
cordingly, the likelihood of short- or medium-term gains for the 
US Treasury from the PPIP is not very high. 

Cristiana: One of the most important advantages consists in 
the increased purchase power created by pulling together dif- 
ferent sources of resources. Equally important, the participa- 
tion of the private capital in this investment program is a 
guaranty that the prices paid for the loans and securities will 
not be overinflated, which is eventually a benefit also for the 
taxpayers. Private sector participants will bid for these pools 
of loans in an auction conducted by the FDIC, with the winner 
providing 50% of the equity (and receiving the rest through the 
PPIP), and it is therefore safe to assume that it will not be a 
‘winner’s curse’ situation (nevertheless, the prices will be 
higher than in the situation where banks tried on their own to 
liquidate these assets). In addition, taxpayers will share both 
the risks and rewards with the private sector, which can be 
expected to make careful and considered investment deci- 
sions and which will control and manage the assets under 
FDIC supervision. In conclusion, this program will reduce the 
taxpayers’ risk (compared to other approaches), while increas- 
ing reward opportunities. 

What would be the price paid for the PPIP participation by the investing 
houses in the event of it not being successful? 

Emilios: Investing houses only share with Treasury their 
gains from PPIP; eventual losses are essentially guaranteed 
by the US taxpayer. 

Cristiana: At the extreme, under both the Legacy Loans Pro- 
gram and the Legacy Securities Program, the private sector 
participants stand to lose the equity funding they contrib- 
uted, which is a very small part of the total pool of assets they 
are going to control. If successful, they will achieve very impor- 
tant wins. In other words, for the investing houses, the PPIP will 
work like an option (the loss will be limited to a minimum 
amount—the premium paid at the beginning—while the gain 
can be substantial). Even so, in my opinion, it is safe to assume 
that the private sector will do its best to protect its investment. 
Some renowned economists say that the new plan unveiled by Geithner 
is not a true market mechanism. What is your view? Do you think it will 
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end the chronic under-capitalization of banks and help in their recapital- 
ization? 

Emilios: This criticism came from Professors Stiglitz, 
Krugman and Sachs, three of the most renowned world econo- 
mists. They are absolutely right in that there is no such thing 
as a competitive auction to find a competitive price, where the 
risk of loss of the bidder is guaranteed and the bidder only 
shares in the upside gains. Having said that, desperate times 
call for desperate measures, and it is very hard to say, with the 
exception of the solutien of creating a ‘bad bank’, if there was 
any other alternative to unfreeze credit markets that would 
also cost less to the US taxpayer. 

Cristiana: The main argument for the PPIP not being a truly 
market mechanism is the fact that the ‘private’ sector notion 
in the PPIP context actually refers to very large players (as 
investment funds), not the average private investor. Indeed, 
the conditions that have to be accomplished by the suppliers 
of private capital restrict the participation only to large capi- 
tal providers. Nevertheless, I do not agree with this argument, 
as in my opinion everyone interested in buying these assets 
had already a chance to do so (and even at lower prices than 
those that will be available after an auction bid) and banks 
would have already eliminated these assets from their books. 
It is my belief that this program can only help all parts in- 
volved (banks will find a market for their toxic assets and 


receive better prices than they could have found on their own), - 
private capital increases its purchasing power and govern- 
ment (and taxpayers) benefits from identifying its goals with | 
the private sector and sharing risks, rewards and knowledge. 
Do you see any challenges to the government and the Treasury in 
implementing this program? 

Emilios: Banks that have received TARP money want to par- 
ticipate in the scheme. That is bound to create serious contro- 
versy. Furthermore, at some point, Congress will ask the gov- 
ernment about the balance of gains and losses to the US tax- 
payer from the PPIP. Ifthe US economy does not recover soon, 
followed by creation of millions of new jobs to replace those 
already lost to stabilize mortgage payments, coupled with a 
steady recovery of the US housing market, the relevant dis- 
cussion for the Treasury may prove rather uncomfortable. 
Cristiana: A challenge could be an adverse public opinion, 
influenced by the arguments against the program. For the’ 
participants in the program, the gains exceed the risks. Avery 
sensitive and important aspect is the price requested by 
banks for their assets and the price offered by the public sec- 
tor bidders. Once an agreement is reached in this respect, I 
expect the PPIP to be successful. 


*Reader in International Financial Law, The School of Law, Duke University 
**Leeturer, International Business and Economics, ASE Bucharest, Romania 


banks must identify the assets they 
wish to sell. Assets eligible for purchase 
will be determined by the participating 
banks, the FDIC and Treasury. The 
FDIC will conduct an auction for these 
pools of loans to determine the amount 
of funding it is willing to guarantee. The 
highest bidder will form a Public-Pri- 


PPIP: How It Works? 


Getting toxic loans off banks’ balance sheets 
Numbers illustrate hypothetical scenario 


Investors 


$6 
Investment 


Capital gets 
leverage by up to 
600% by joans 
guaranteed by FDIC 
$72 


FDIC toans 


Auction of 
bad loans 
$84 
Agreed price 


Loans 
managed to final 
sale by private 
und managers 


Source: US Treasury dept, Thomson Reuters 
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vate Investment Fund to purchase the 
pool of mortgages. Of the bid amount, 
private investors’ investment and 
Treasury’s funding will be in the ratio of 
6:1. FDIC would guarantee the finance 
for the debt component of the bid 
amount and the remaining amount— 
the equity component—would be 


Freeing up the market in toxic securities 


Treasury 
approves up to 
five asset managers 
to raise private 
capital 
$100 


Treasury 
provides loans 
of 50-100% of 

total equity 
$100-$200 


Raised 
capital is 
matched by 
funds from PPIP 


$100 


Invested in 
mortgage and 
asset backed securities 
issued prior to 2009 
with triple A rating 
at origination 
$300-$400 
Talt expansion 
© Fed offers to finatice toxic securities, © Any oashore investor Can apply 
including the joint venture funds 
created under the plan (above) 


including some residential mortgage 
packed securities that were originally 
rated triple A 





shared by the bidder and the Treasury. 
Effectively, the bidder has to fund only 
50% of the equity requirement of their 
purchase. The remaining 50% financing 
is provided by the Treasury. 

Likewise, to tackle the legacy securi- 
ties, the Treasury will create several in- 
vestment funds run by private investors 
who have experience in managing simi- 
lar assets. The treasury will again act 
as a co-investor, in most cases contrib- 
uting $1 for every $1 contributed by the 
private sector and $1 to the PPIF fund. 
Sometimes, it can contribute up to $2 to 
the PPIF fund. The government is also 
keen to expand the Fed’s Term Asset- 
Backed Securities Loan Facility 
(TALF) to help absorb risky assets dat- 
ing back to several years. 

In both the cases, managing the as- 
set pools is at the discretion of the pri- 
vate investor. The Treasury has 
shortlisted five investment houses for 
participating in the PPIP program 
Fund houses PIMCO and BlackRock 
have welcomed the private investor par 
ticipation in the bank rescue progran 
and are enthused to take part in the 
program. 
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US’ PPIP 
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Win-Win situation 
| Some analysts opine that this plan is 
' far superior to the alternatives of either 
‘hoping for banks to gradually write off 
these assets from their books or the gov- 
ernment purchasing the assets directly. 
Bill Gross, founder of Pimco, said, “This 
is perhaps the first win-win-win policy 
to be put on the table and it should be 
welcomed enthusiastically.” It is a win- 
win policy because banks cannot write- 
off these assets gradually as the risk 
continues to be on their books and may 
lead to another Japanese kind of bank- 
ing crisis of the 1990s. If the govern- 
ment pitches in to buy these assets, it 
, may have to shell out a lot of taxpayers’ 
oney and ultimately they will have to 
take on all the risk of such purchases. 
Moreover, there’s a possibility that the 
government may underpay for the as- 
sets, forcing banks to run out of capital, 
or overpay, burdening the taxpayers. 


Private institutions like hedge funds, which are 
targeted in the program, are all unregulated and 
so cannot be much relied upon for repairing the 


system. 


PPIP is said to relieve the banking 
sector from the above challenges and 
will enable private investors to pur- 
chase real estate-related loans and se- 
curities from the banks through dedi- 
cated funds. These funds are designed 
to have three essential features. One, to 
use subsidized capital from the Trea- 
sury and Federal Reserve and finance 
guarantees from the FDIC. Two, to en- 
sure that private-sector participants 
share the risks alongside the taxpayer 
and that the taxpayer shares in the 
profits from these investments. All 
types of investors, such as pension 
funds, are encouraged to participate. 
Three, private-sector purchasers are 
free to negotiate a price with the banks 
and establish a true value for the loans 
and securities purchased under the pro- 

' gram. This will protect the government 
from overpaying for these assets. 

The basic idea of the program is to 
provide a market for the troubled as- 
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sets currently clogging the financial sys- 
tem and thereby improve asset values, 
increase lending capacity by banks, and 
reduce uncertainty about the scale of 
losses on bank balance sheets. Ana- 
lysts view that PPIP would channel pri- 
vate money into public service, and the 
leverage offered by the government to 
buy the assets is a blessing to the pri- 
vate investor as it would help them un- 
freeze the banks and the market from 
toxic loans and securities with more 
subtlety. 


More questions than answers 

Though the PPIP is hailed by some, 
economists like Paul Krugman, Jeff 
Sachs, Joseph Stiglitz and Peyton 
Young have expressed doubts about its 
success. They think that the plan would 
nationalize losses and privatize profits, 
because the private investors will con- 
tribute as little as 8% of the capital of 


i 


funds and the rest is funded by the 
Treasury and the Fed. For their invest- 
ments, they are eligible for nearly 50% 
of the profits, but bear only up to 16% of 
the losses. They say this asymmetry 
would not be in the interest of the 
economy. 

A few other economists doubt 
whether this plan would bring in per- 
manent solutions to the ailing US 
economy or is just a stop-gap arrange- 
ment. They say that though for now the 
plan seems to be airtight, it may not be 
sustainable in the long run because the 
banks would be playing with a stack of 
public money. Unless they take re- 
quired steps to pump in sufficient capi- 
tal into their banks, the efficiency of the 
plan is dubious. Therefore, banks 
should be more aggressive in recapital- 
izing their institutions alongside 
implementing this plan. 

Also, some of the fund houses say 
they are afraid to deal with the Trea- 


sury and the Fed as they may be subject 
to the same executive-pay restrictions, 
as banks/institutions that have been 
bailed out now are. Analysts view that 
the furore over the AIG bonuses has 
made the investors more cautious and 
such fears may drive away the investors 
from participating in the program. 

All the propositions may seem very 
attractive on paper, but practically they 
may not be so. The primary concern is 
whether the toxic assets would find any 
buyers at all no matter at what low 
prices they are sold. Therefore, most of 
the private investors and fund houses 
may expect the FDIC to pay insurance 
for overpriced assets. Also, the much- 
hyped price discovery of assets is also 
doubtful because the assets currently 
are worthless and they can be auctioned 
or sold only based on the guarantees 
provided by the FDIC or leverage pro- 
vided by the Fed. Therefore, analysts 
are really worried about the advantages 
to the taxpayers. 

Analysts also fear that the private 
institutions like hedge funds, which are 
targeted in the program, are all unregu- 
lated and so cannot be much relied upon 
for repairing the system. Moreover, 
since only five fund houses are selected 
and they are to hold troubled assets of 
many banks, they may create another 
mess in doing so. 

Keeping aside all these questions, 
the main concern is whether banks 
would sell their assets to the private in- 
vestors. They would be more interested 
in a government bailout because in that 
case they would be retaining the assets, 
and in the event of their recovering, they 
may regain their wealth. If they surren- 
der now, they would be transferring 
their right to private investors who 
would be the beneficiaries eventually. 
So convincing the banks to sell their as- 
sets is a herculean task. 

Given all these arguments, 
Geithner still has to make the plan suc- 
ceed, as one more failed plan would put 
him in an awkward situation. One has 
to wait and see whether his plan will 
prove to be a success or a damp squib.sm 


- T Jyotsna 
Reference # 01M-2009-06-14-01 





| June 9NNA | RÈ 


M CORPORATE STRATEGY 


GSK-Pfizer Joint Venture 


Big Pharma's New Bet 





combine their HIV-drug businesses is a manifestation of the challenging or 
rather changing business environment that the Big Pharma is finding 
themselves in—from falling revenues to drying blockbuster drug pipeline, 
to onslaught of generics and the rise of competition from small yet R&D- 
focused rivals. 





Today marks a definitive step by 
GSK to renew our focus and deliver more 
medicines, more efficiently, to people liv- 
ing with HIV/AIDS. At the core of this 
specialist business is a broad portfolio of 
products and pipeline assets, which can 
be more effectively leveraged through the 
new company’s strong revenue base and 
dedicated research capability. 


— Andrew Witty 
CEO, GSK 


By combining Pfizer’s and 
GlaxoSmithKline’s complementary 
strengths and capabilities, we are ereat- 
ing a new global leader in HIV and reaf- 
firming our ongoing commitmeat to the 
treatment of the disease. 


— Jeff Kindler 
CEQ, Pfizer 


64 | June 2009 | 


Pfizer and GlaxoSmithKline 

(GSK), the world’s No. 1 and No. 2 
drug makers, by sales, recently an- 
nounced the formation of a joint venture 
which will focus exclusively on R&D and 
commercialization of HIV drugs, one of 
the few drug segments that is growing in 
double digits. But the duo has so far 
lagged behind Gilead Sciences Inc., a 
smaller rival, which has several category 
leaders under its fold, like Bristol- 
Myers Squibb and Merck. Expectedly, 
the move is being keenly watched by the 
rivals, as the global pharmaceutical in- 
dustry passes through harrowing times, 
characterized by lower prescription drug 
sales, several drugs going off-patent 
(now or in near term), and a weak drug 


| a surprising yet significant move, 


pipeline at Big Pharma. It appears like 
a win-win situation for the two compa- 
nies which preferred to form a separate 
venture instead of going for mergers and 
acquisitions. For, GSK, which was the 
largest seller of HIV drugs until a 
couple of years ago, is facing loss of 
patent on some of its key drugs, includ- 
ing its best-selling drug Combivir byg 
2012, but is now fighting falling sales 
and a weak product pipeline; while 
Pfizer has so far been a fringe player but 
now has a strong HIV pipeline. 

The collaboration aims to capitalize 
on Pfizer’s strong pipeline of promising 
drugs and GSK’s strong global distribu- 
tion network to give a tough fight to ri- 
vals and grab a larger pie of the fastest 
growing drug segment. However, skep- 
tics do not seem convinced, given the 
absence of such a move in the past and 
the issue of level of commitment from 
the two drug giants given the fact that 
two-thirds of the world’s AIDs-affected 
patients reside in Sub-African region 
who could not afford costly medicines 
and hence rely on the copycat drugs from 
drug manufacturers from regions like 
India and China. 


The deal diagnosis 

The mandate for the yet-to-be named 
venture is to develop innovative HIV 
medicines that will effectively beat HIV 
virus resistance to drugs and at much 
shorter intervals, thus effectively reach- 
ing more HIV-affected population. In the 
new company, which is presently valued 
at $7.5 bn, GSK will initially have an 
equity stake of 85%, while Pfizer will 
own the rest of the stake. However, the 
equity interest will change depending on 
the performance of the new venture. As 
per the agreement, if the new company 
meets all the set goals then GSK’s equity 
will decrease to 75.5% and Pfizer’s will 
subsequently be raised to 24.5%. And if 
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during 2007-08 : 

* Highest ever generation 
14813 Million Units 


` e Sales Tumover Rs. 2,301 oroia 
À eNet Profit Rs.1,004 crore 
\.s Net Worth Rs.17,743 crore 


Investment Base : x 
« Rs.29,800 crore a 


Investment Plan for | 
2007-2012 : 
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India’ s largest Hydroelectric `~ 

; Power Projects : i 
© 2000 MW Subansiri Lower & — 


300 MW Dibang Multipurpose Å 


P roject in Arunachal Pradesh ` 
-Smt Pratibha Devisingh Patil, Her Excellency, 


the President of India has conferred 

“Gold Shield” to NHDC (a joint venture of NHPC 

& Govt. of Madhya Pradesh) for early completion of 
520 MW Omkareshwar Hydroelectric Project 
situated in Madhya Pradesh. 


™ NHPC Limited 


= (A Government of India Enterprise) 


á NHPC Office Complex, Sector-33, Faridabad-121003 (Haryana) 
Website : www.nhpcindia.com 
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Projects under Joint Venture 
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the achieved goal is with respect to the 
pipeline assets contributed by GSK, 
then equity of GSK in the new company 
will increase to 91% and Pfizer’s will be 
reduced to 9%. If the goal achieved is 
from original pipeline assets of Pfizer, 
then GSK’s equity will be reduced to 
69.5% and Pfizer's will increase to 
30.5%. The preferential dividend pay- 
ment is also related to the amount of 
sales of existing drugs in the market and 
pipeline assets originally contributed by 
the two companies. 

The new company has in its kitty 
Kivexa, Combivir of GSK and Pfizer’s 
Celsentri/Selzentry, which together re- 
corded a sale of $2.4 bn in 2008, however, 
much lower than the $4.3 bn grossed by 
rival Gilead. In addition, the joint ven- 
sure will also own Pfizer’s pipeline of six 
drugs, in which four are in the phase II 
development, as well as its 17 molecules 
for developing drugs in fixed-dose combi- 
nation for treating HIV. Also, as per the 
agreement, the new company will invest 
in research and development of HIV 
drugs at GSK and Pfizer, along with its 
own research and development, and will 
hold exclusive rights for first negetiation 
for any new drugs developed for HIV by 
either GSK or Pfizer. 


A better pipeline 
According to the information posted on 
the new company’s website, the collabo- 
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ration will ensure that “not-for-profit 
pricing for HIV medicines will continue 
for those countries most in need, and 
the new company will continue to facili- 
tate new voluntary licenses to diversify 
production and expand capacity in 
these markets.” Since 2002, GSK con- 
ducted a Positive Action Program, 
which focused on understanding the 
stigma and discrimination, prevention 
and treatment of AIDS at global level. 
By far it has organized 65 partnership 
projects in 63 countries. This program, 
along with Pfizer’s ConnectHIV in the 
US and the Diflucan Partnership Pro- 


Not in Pink of Health 








gram in developing countries, and the 
Infectious Diseases Institute, a global | 
center for research, teaching and 
healthcare delivery in Africa, will be 
continued by the new company under 
the stewardship of Dominique Limet, 
Senior Vice-President and Head of 
GSK’s Personalized Medicine Strategy, 
the two firms have said. 


Fighting drying pipeline 

While the two companies are blowing 
their own trumpets about their new ini- 
tiative and are shouting their lungs out 
that this collaboration is to save the glo- 
bal population from the clutches of HIV, 
a section of analysts have criticized the 
deal for several reasons. First, the deal 
clearly shows the desperation on the 
part of the Big Pharma to increase the 
sales of their blockbuster drugs which 
are either going off-patent or losing the 
curing ability (HIV virus replication). 
Second, there is a dearth of new drugs 
coming out of their research and develop- 
ment pipeline and their failure to com- 
bat and protect their blockbuster drugs 
from generic invasions. 

GSK, which is one of the largest sell- 
ers of HIV drugs, has hit the wall due to 
lack of new drugs for treating HIV. This 
has affected its overall revenue per unit 
of HIV drug sales adversely. For in- 
stance, last year, while GSK’s sales of 
HIV drugs stood at £1.5 bn, an increase 
of 5% over 2007, driven primarily by 


Turnover of GSKs Anti-virals (HIV & Herpes) from 2005 - 2009 
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GSK Share Price Performance 
(June 2008 to March 2009) 
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Brons sales of Epzicom/Kivexa, which 
grew 36% to £442 mn, this was more 
than offset by declines across the rest of 
the portfolio, which, in turn, was af- 
fected by strong competition. Pfizer, 
which has new drugs for HIV treatment 
in various phases of development, is 
lagging behind due to small sales and 
lack of a deeper distribution network. 
Pfizer wants to overcome this by col- 
laborating with GSK that has built a 
strong global sales force over the years. 


Nov 08 


Jan 09 





However, some industry experts feel 
that the jointly floated company focus- 
ing exclusively on HIV medication could 
lead to a monopoly (for the two drug 
majors) of this lifesaving drug and af- 
fect the generic drug manufacturers 
from India and China who supply these 
drugs at affordable rates to poor pa- 
tients in Africa and Latin America. Y K 
Hamied, CMD, Cipla, a large generic 
manufacturer from India, which has a 
strong presence in this segment, said, 


The jointly floated company focusing exclusively 
on HIV medication could lead to a monopoly (for 
the two drug majors) of this lifesaving drug. 


Jeff Kindler, CEO, Pfizer, said, “The 
new company can reach more patients 
and accomplish much more for the 
treatment of HIV globally than either 
company on its own.” The new company 
is valued between £4 and £5 bn, roughly 
around thrice the previous year sales, 
paving a sound financial base for carry- 
ing on research and development activi- 
ties. Further, the new company will also 
reduce the high risk involved in drug de- 
velopment by cooperating with each 
other and eliminating clinical trials, 
which could cost millions of dollars if 
done independently. And the icing on 
*the cake would be the opportunity to 
combine some old drugs into new combi- 
nation drugs, which are used on a large 
scale for treating HIV. 
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“New generation HIV drugs, which 
evolve in the coming years are third and 
fourth generation drugs, will be under 
monopoly again. Currently, there is no 
compulsory licensing provision for these 
lifesaving drugs to ensure that big com- 
panies sell them at affordable rates.” 
Generic drug makers feel that making 
licensing compulsory for lifesaving 
drugs for the treatment of AIDS, TD and 
malaria, as is being practiced in 
Canada since 1969, should be imple- 
mented across the globe. Developing 
countries, in particular, are trying hard 
for compulsory licensing on lifesaving 
drugs to ensure affordable treatment 
for patients. Compulsory license is per- 
mission from government to a third 
party for use of patented drugs without 


the prior approval of the original patent 
holder. In India, compulsory license 
holds true for three years from the date 
of patent countenanced. Under special 
cases like lifesaving drugs, the manu- 
facturers, after getting license, can 
manufacture, sell and even export the 
patented drugs at affordable rates. As a 
large percentage of the affected people 
are immune to the older drug version, 
the new version of these drugs at low 
cost can make a difference to the 
patient’s life. While earlier patented 
drugs cost a patient anything between 
$12,000 to $15,000 a year, thanks to 
the efforts from generic manufacturers, 
the treatment cost is now drastically 
down to $350 per patient a year. 


A way toward survival 

Not so long ago, McKinsey, the leading 
global consultancy firm, commented, 
“In no other industry are alliances seen 
as more critical to innovation and suc- 
cess than in pharmaceuticals. Of the 
top 25 drugs today, 12 were discovered 
or developed by a company other than 
the one that launched them.” It had 
forecast the trend to continue. Five 
years down the line not much has 
changed, and in fact it is only expected 
to gather further momentum as the cost 
of new launches escalate and existing 
drugs lose efficacy against viruses that 
develop resistance over a period of time, 
requiring drug makers to pump more 
money into R&D. To quote Jeff Berry, 
Director of Publications at Test Posi- 
tive Aware Network in Chicago, “Maybe 
it’s okay—[having many companies de- 
velop and market different drugs] was a 
model which worked then, but one that 
may not work so well in today’s global 
economy, which is all about streamlin- 
ing and the pooling of resources.” How- 
ever, “On the flipside,” he cautioned, “if 
it’s true that competition breeds inno- 
vation, and if we end up with only a few 
major players, it’s unclear what that 
will mean for HIV drug development in 
10 or 15 years.” Such fears are though 
not uncommon in an industry where 
mergers are a way to survival.s= 


— Amit Singh Sisodiya and Sudesh Gonela 


Reference # 01M-2009-06-15-01 





| dune JNNA | A7 


E COMMODITIES MARKETS 





Investing in Gold 


The Midas Touch 


= 


~ ae : as B. . 
“> ge" _ ~ CLINT (4 
“a ic e. = 5 WEll y P 
i] ter, f 


in February this year, gold prices touched $1,000/ounce, a 
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stock markets sent the investors scurrying to take refuge in the yellow metal 
that has held mankind in its sway since prehistoric times. And the metal is 
back to doing what it does best: enticing. 





kshaya Tritiva is considered to 
be an auspicious day in India for 
uying gold, as it is believed to 
bring the buyers good luck and great for- 
tune. However, gold sales on the occasion 
this year, which fell on April 27, could 
only bring mixed fortunes to the sellers. 
Though in the Mumbai market, stan- 
dard gold closed, at the end of the day, at 
Rs 14,830 for 10 gm, higher by Rs 135, 
gold buying in major Indian cities was 
down by 20-40%, compared to last year. 
While faithful customers kept their tryst 
with gold on the day by visiting jewelry 
shops, the end-of-the-day sales figures 
did not glitter in many shops, with many 
of the sellers expecting a substantial 
slide in demand in the coming months. 
While such sentiments are only to 
be expected in the light of falling sales, 
the yellow metal appears not to have 
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lost any of its sheen, the all-round de- 
pressing economic downturn notwith- 
standing. Ironically, the very global eco- 
nomic slowdown could push investors 
looking for a safe investment option to 
go for gold, as it is traditionally seen as 
a hedge against the dollar and inflation. 
Not surprisingly, gold was selling above 
$900/ounce in May this year (it touched 
$1,000/ounce in February), compared to 
$325/ounce six years ago. 

While gold investment accounted 
for 30% of the total gold demand in 
2008, sales of jewelry contributed 58% 
of the total. This may change in the com- 
ing months, if Marcus Grubb, Manag- 
ing Director, investment research and 
marketing, World Gold Council (WGC), 
is to be believed, in whose opinion, gold 
investment as a proportion of total de- 
mand is expected to touch a new high in 


the next quarter, following a shift in the 
dynamics of the gold market. 


All that glitters 


Interestingly, the Akshaya Tritiya day 
this year witnessed huge volumes of in- 
vestment in gold Exchange Traded 
Funds (ETFs). Gold ETFs are securities 
that track the price of gold, but tradg 
like a stock on an exchange. Gold ETFS 
classified as Mutual Funds, primarily 
invest in gold-producing companies or 
gold bullion and the investors hold 
units in the scheme. The price of Gold 
ETFs correlate with the spot price of 
gold, that is, the returns from gold ETFs 
closely correspond to returns provided 
by investments in physical gold. 

The concept of gold ETF was, report- 
edly, conceived by Benchmark Asset 
Management Company of India. How- 
ever, as history would have it, their pro- 
posal for the same, filed with the Sebi in 
May 2002, did not receive regulatory ap- 
proval and the fund saw the light of the 
day only in March 2007. Hence, for the 
record, the first officially launched gold 
ETF was the Gold Bullion Securities 
(GBS) on the Australian Stock Exchange 
(ASX) in March 2003. The investors car 
buy and sell GBS on the ASX throug! 
normal broking channels on the second 
ary market, as they buy and sell an; 
other ASX-listed security. Institutiona 
investors can trade in GBS through <é 
market maker. Besides an annual stor 
age fee, a commission is also general 
charged for trading in gold ETFs. 


The golden age is here? 

As is evident from the GBS example 
gold ETFs make it easier for individua 
investors and financial institutions t 
own gold and gain exposure to the price 
without having to go through the hassl 
of taking delivery of physical gold as 
sets or opening a futures trading ac 
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count. Since gold prices are often vola- 
tile, gold ETFs are a valuable tool for 
speculators. Investors can use ETFs to 
hedge against political instability and 
as a bet against a falling currency. Also, 
the unease over the global economy has 
forced investors to look for ways to di- 
versify, with gold ETFs emerging as one 
of the most preferred options. As Grubb 
noted, “The structure of the gold market 
is changing. In the first quarter I think 
investment demand could be higher 


p 
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than 30%.” Not surprisingly, the growth 

in investment is being led, to an extent, 

by gold ETFs. 

According to WGC’s quarterly in- 
vestment report, released in the last 
week of April, investment inflows into 
gold ETFs jumped to an all-time high in 
the first quarter of 2009. Investors 
bought a record 469 tons in gold ETFs 
during the quarter, which surpassed the 
previous high of 145 tons set in the third 
quarter of 2008, thus taking the total 
bullion holdings in gold ETFs to 1,658 
tons in the first quarter. There are other 
indicators as well to suggest that there 
is a marked surge in demand for gold, as 
people are increasingly opting to have 
an inflation hedge in their portfolios. 
The bullion holdings of SPDR Gold 
Trust, commonly called GLD, the 
world’s sixth largest gold holder, was 
near its all-time high at 1,105.98 tons 
as of 20 April, 2009. And, according to 
Xinhua News Agency, China, the 
world’s fifth-biggest holder by country, 
increased its gold reserves by 454 tons 
to 1,054 tons in March this year, which 
is worth $31 bn at current prices, in a 
strong signal to the market that it is 
hedging gold against dollar. 

_ The WGC report for the month of 
‘February indicates that gold invest- 
‘ment in the Middle East jumped 38% in 

2008, compared to the fourth quarter 

the previous year. Saudi Arabia saw a 
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massive 300% jump in investment de- 
mand, while Egypt registered a 67% in- 
crease. With the Middle East nations 
expected to be the hub for gold invest- 
ments, Nasdaq Dubai launched, on 
March 2 this year, gold securities called 
‘Dubai Gold,’ which offers investors ac- 
cess to gold bullion investment, with 
plans of cross-listings of the product on 
other exchanges in the Middle East, 
particularly Saudi Arabia. Coming as it 
does on the heels of the successful list- 


The unease over the global economy has forced 
investors to look for ways to diversify, with gold ETFs 
emerging as one of the most preferred options. 


ing of similar bullion securities on quite 
a few stock exchanges in the world, in- 
cluding NYSE Arca and London Stock 
Exchange, the Dubai Gold Securities 
are expected to bring better returns 
than other funds, as the increasing in- 
vestment in gold has consequently cata- 
pulted its price to dizzying heights. 
Significantly, many central banks 
with low reserves of gold are also plan- 
ning to increase their reserves—a devel- 
opment that is expected to keep the 
prices of gold high for quite a while, 


promising handsome returns to those 
who have chosen to invest in the pre- 
cious metal. 


Go for paper gold 

As for India, with equities still strug- 
gling to gain the lost ground, this ap- 
pears to be the right time to cash in on 
the interest generated by gold ETFs. If 
business on this year’s Akshaya Tritiya 
day is any indication, interest in gold 
ETFs as an investment option is pick- 
ing up, underscoring the theory of in- 
verse relationship between these two 
asset classes. Trading volumes in the 
five listed gold ETFs—Benchmark Mu- 
tual Fund, UTI Mutual Fund, Kotak 
Mutual Fund, Reliance Mutual Fund 
and Quantum Mutual Fund—jumped 
manifold, indicating that traditional 
Indian mindset is changing, seeing the 
advantages of having gold in paper form 
rather than physical form. With gold 
ETFs generating 15-20% returns in the 
last one year (see Table), there have 
been marked inflows into these 
schemes. For the period between Janu- 
ary 2008 and March 2009, the Assets 
Under Management (AUM) of gold 
ETFs climbed 59% to Rs 756 cr. 

Of the five fund houses that operate 
gold ETFs in India, Benchmark Mutual 
Fund, pioneer of the concept of gold 
ETFs in India, has the highest asset 
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base of Rs 308 cr, followed by Reliance 
at Rs 204 cr, UTI at Rs 198 cr, Kotak 
Mutual Fund at Rs 55 cr, and Quantum 
at Rs 818.66 lakh. The AUM of the five 
ETFs increased by 6% to Rs 7.64 cr as 
on February 27 from Rs 7.21 cr as on 
January 31. The share prices of the 
ETFs also shot up by an average of 7% 
during this period. 

Following the surge in interest in 
zold ETFs, SBI Magnum has joined the 
bandwagon by offering its SBI Gold Ex- 
change Traded Scheme (GETS) for sub- 
scription. While SBI Magnum is aiming 
to muster Rs 150-200 cr at the NFO 
(New Fund Offer) stage itself, a few more 
Mutual Funds, such as DSP Black Rock 
Mutual Fund and Principal PNB Mu- 
tual Fund, are mulling their own version 
of gold ETFs. As Devendra Nevgi, Chief 
Executive Officer of Quantum Mutual 
Fund, avers, “It won’t be surprising if we 
see more mutual funds launching it, be- 
cause gold as an asset class has per- 
formed well last year and in this year.” 

With the glitter of gold coming as 
the light at the end of the downturn tun- 
nel, Mutual Funds that have found it 
difficult to raise money through the eq- 
uity route are only too happy to go for 
gold. Interestingly, the rise in gold 
prices have also seen a more than 50% 
rise in the returns of World Gold Funds 
(WGFs) in the last six months. How- 
ever, WGFs are feeder funds and are not 
actively managed in India. AIG and 
DSO Blackrock, the only two fund 
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houses that currently have WGFs in 
India, manage these funds through 
their international parent gold fund. 
With gold emerging as one of the most 
preferred investment options, fund 
houses are putting together plans to di- 
versify the portfolios to include gold in 
their scheme of things. 


The golden truth 


Given the inverse relationship between 
gold and equities, it is true that a rally 
in equity markets could see a decline in 
gold prices, as it happened recently with 
gold prices taking a beating to end up at 
$865 an ounce from $967, in just two 
weeks, when the equity markets put up a 
brief rally. However, any stock market 
surge without the backing of strong fun- 
damentals is bound to be transient. 
Also, gold ETFs have of late delivered 
better returns than equity fund category. 
According to a report on valueresearch- 
online.com, the one-year return of gold 
ETFs, as on April 20, 2009, stood at 
27.01%, as against the diversified equity 
fund category return of —36.76%, with 
gold ETFs topping the performance of 
every other investment product. What 
with the equity markets showing no 
signs of any immediate and sustained 
recovery, this might be the right time to 
diversify one’s portfolio by investing in 
gold or make some quick bucks if gold 
stays northward bound for a while. 
However, before taking the plunge, 
one should be aware of certain golden 


truths. Gold is no longer a safe haven 
it used to be. The growing popularity 
of gold ETFs has made gold a pape! 
asset, like any equity, making the 
value of gold subject to the pulls of de- 
mand and supply of gold ETFs on fi- 
nancial markets. While gold ETF: 
have certainly driven the investment 
demand up and increased the liquid 
ity of gold investments, as investor: 
find it easy to buy and sell gold ETFs 
they have also made the gold marke 
volatile. Given this backdrop, the re 
cent rise in gold price and increase¢ 
investor interest, some analysts aver 
could be signs of a gold bubble, wait 
ing to burst. 

Not all are so pessimistic about thi 
lure of the yellow metal, though. In ¢ 
write-up for Swiss America Tradin; 
Corporation, David Bradshaw, Edito 
of Real Money Perspectives, cites th 
words of 73 economists to argue hi 
case as to why gold prices are just i 
the kickoff phase. In Bradshaw’s view 
commodity supercycle has swept goli 
prices up nearly fourfold since 2001 
Gold prices, as he points out, hav 
grown about $100/ounce every year be 
tween 2003 and 2008 (see Chart). Gol 
prices averaged $300/ounce in 200: 
$400/ounce in 2004, $500/ounce 1 
2005, $600/ounce in 2006, $700/ounc 
in 2007, and $800/ounce in 2008. Ther 
is every likelihood that the unrest 1 
equity markets might push the gol 
prices to $1,000-$2,000/ounce in 200! 

The 73 economists that Bradsha’ 
has cited in the write-up are unanimov 
about one thing: that gold is poised for 
dramatic surge and could blast throug 
$2.000/ounce by the end of 2009 as ce) 
tral banks flood the world’s monetai 
system with liquidity. While that mz 
sound farfetched, the fact remains th: 
the allure of gold (with the returns it c 
fers now) is simply irresistible. Aft 
all, gold’s downside risk is insignificai 
compared to its upside potential. An 
with currencies of developed economii 
like US losing their value, gold, beir 
globally liquid, is all set to shine. / 
least for now.m 


— R Venkatesan lyen 
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Sharp’s Global Production Model 


Can It Deliver? 


The Japanese consumer electronics giant plans to shift to the now 
much-vaunted global production model to beat recessionary blues. But 
it might be too late to latch on to the bandwagon. 





harp, one of the world’s leading 

TV manufacturers, is now on 

mission globetrot, literally. The 
Japanese consumer electronics manu- 
facturer is looking to shift part of its 
production base from its home market 
to overseas so as to cater better to local 
consumers and bring down costs and 
bring in local flavor in design and other 
attributes. The move comes after the 
company reported its first ever loss 
since 1950, as consumers, hit hard by 
the global economic slump, shied away 
from buying new flat-panel TVs, LCDs 
and other electronic gadgets. It also reg- 
istered lower sales to other TV manu- 
facturers; Sharp is a major supplier of 
main panel components to other TV 
manufacturers, globally. A stronger yen 
does not help its cause either. In con- 
trast, rivals, especially LG and 
Samsung, gained at its cost, helped 
partly by a weaker won. 

Saddled with mounting inventories 
of unsold products, the company, taking 
a leaf out of the suecess book of compa- 
triot automakers, # all set to embrace 
their time-tested model of ‘chisan- 
chishou’—local production for local con- 
sumption. The model has allowed the 
automakers like Toyota and Honda to 
avoid import duties and shield them 
from exchange rate volatility. This is in 
contrast with its strategy so far of keep- 
ing manufacturing facilities only in Ja- 
pan, so as to stay near to its key suppli- 
ers and also design engineers. As per 
the new plan, the company will be enter- 
ing into manufacturing alliances across 
continents, which have markets of high 
consumption capacities. To achieve 
that, it has zeroed in on China, South- 
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east Asia, Europe and North America, 
where it will manufacture large special- 
ized sheets of glass that are used in 
flat-screen LCD TVs. The move will 
mean that Sharp shifts focus away from 
Osaka (its production hub in Japan) to 
promoting its in-house state-of-the-art 
production systems across the conti- 
nents. “Our coretechnology isn’t making 
LCD panels, and it isn’t making LCD 
TVs. It’s production technology,” said 
Mikio Katayama, President, Sharp 
Corporation. 


The Chisan-Chishou model 


Sharp, with its strong technical know- 
how, wants to execute the chisan- 
chishou model, which are nothing but 
joint ventures. It will work like this: 
Sharp will identify local partners who 
are ready to share the startup cost for 
constructing the new LCD panel plants, 
and in return Sharp will provide its 
state-of-the-art technology for produc- 
ing LCD panels. The same LCD panels 
will be used in Sharp’s LCD TVs and 
will also sell to other partners for a roy- 
alty on the intellectual property. This 
will help Sharp in two ways: first, the 
Japanese major will not block its pre- 
cious capital for building new plants, 
and second, it will recover whatever 
costs it has incurred in much shorter 
period. 

The new method selected by Sharp 
will allow it to move away from Japan- 
centric production attitude to cost re- 
ducing production method. It produces 
entire LCD panels for its TVs in four 
factories which are located in Japan. 
The reason behind this concentration of 
production plants in Japan is that ap- 


ees 


proximately 40% of demand for its LCD 

TVs comes from the domestic market. 

But in the wake of the financial crisis, 

the demand for LCD TVs have de- 

creased in Japan, making Sharp more 

vulnerable, and its first ever loss has 

made Sharp look for a change in strat- 

egy. The move to enter into joint ven- 

tures was to help Sharp in reclaiming" 

its market share globally without add- 

ing pressure to the already strained fi- 

nancial health of the company. 

What the new model means 

e Reduce the vulnerability to fluctua- 
tions in yen and other foreign 
currencies; 

e Less dependency on huge capital 
investment; 

e Escaping trade barriers (import, 
export duties and taxes); and 

e Benefitting from low-cost of labor 
and government subsidies. 


A new elixir? 

However, some industry experts see the 
move as a dramatic one. “Japan’s tech 
manufacturers have long had a global 
network of plants to assemble their 
products. But the role of overseas 
plants has rarely been more than as a 
final-assembly and distribution base,’ 
comments BusinessWeek. However. 
Katayama defends the shift in strategy 
“We now have regrets about the wa) 
we've been doing things,” he told in ar 
interview. Nevertheless, the admissior 
is surprising, given the way Sharp has 
been operating (read: guarding) it: 
plants which are high-security zone: 
and keeping its production technolog; 
as tightly-held secrets. Being in tech 
nology-sensitive industry, the Shar} 
management follows strict security pro 
tocol at all its production plants acros 
Japan and allows only its engineers anı 
executives who are directly responsibl: 
for TV production. A rejig in strateg, 
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Sharp’s Global Production Model 
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means keeping a guard over its strate- 
gic advantages, like the technical know- 
+ and also key talent (researchers 
and designers) will no longer be entirely 
in its hands. Sharp, while trying to 
strike a balance between domestic and 
overseas factories, also needs to main- 
tain its product quality. Product qual- 
ity, a hallmark of Sharp, which it 
strenuously follows in domestic produc- 
tion processes, now needs to be ensured 
in overseas locations. Nevertheless, 
benefits like advantage of protection 
from currency fluctuations, and low-cost 
production and distribution (due to re- 
duced transportation costs and wages) 
outweigh such negatives. 

D 
A reactive move 
Yet, many say the move is more reactive 
(to the economic crisis) than a proactive 
one. They cite the example of its Decem- 
ber 2008 alliance deal of $1.05 bn, 
which it signed with Italian Utility Enel 
(largest energy company of Italy), with 
the latter putting in $1 bn for starting 
multiple solar-power generating plants 
within a span of four years. This new 
agreement was entered into with a con- 
sensus that they will generate solar- 
power using Sharp’s Photovoltaic tech- 
nology. But at that time Katayama was 
not completely convinced. “It’s easier to 
invest our own money in a plant that we 
own,” he had said then. However, a few 
months later, making a complete U- 
turn, he recently remarked, “But we 
have to change our methods.” 


A sharp fall 
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But then, isn’t the current financial 
meltdown a unique one which has 
caught the corporate world off-guard? 
True, Sharp, like most other manufac- 
turers, too has been hit hard by the glo- 
bal economic slump. The company’s net 
sales, for the fiscal year ending March 
31, 2009, were down 16.7% from the 
previous year, while net loss was 
¥125.8 bn. Weak consumer demand 
caused its first ever loss in the last six 
decades. Also, the appreciation of yen in 
the second half of 2008 dented the 
company’s overseas earnings, besides 
the write-downs of ¥30 bn in inventory 
at retailers in US and Japan and an 
additional charge of ¥6.4 bn and on se- 
curities holding due to decreasing stock 
prices too widening the losses. 

The company is also initiating other 
measures to beat the recession blues. 
For instance, it is taking steps to clear 
its stack of new TVs, lay off temporary 
workers, and decrease utility bills, and 
advertising and transportation ex- 
penses, besides implementing pay cuts 
for executives ranging from 10 to 50%. 
However, there are doubts whether the 
new strategy will deliver. Koya Tabata, 
Tech Analyst at Credit Suisse, said, 
“There’s lot of uncertainty.” The appre- 
hension stems from the fact that while 
the new model would help reduce the 
product cost and mitigate currency fluc- 
tuation, besides protecting from taking 
on any new debt, which seems to be a 
bane in these turbulent times, it does 
not guarantee increased demand and 





hence sales of LCDs and other elec- 
tronic gadgets it will produce in facto- 
ries of its alliance partners. 


A better picture, forward 

However, sensing a revival in demand 
soon, led especially by China, Sharp is 
going ahead with its plan. It has already 
started negotiating with SVA Group of 
China for building a technically ad- 
vanced plant, in Kameyama, the west- 
ern Japanese city close to China, to ca- 
ter to the growing demand of 20-inch 
TVs from China, which is the third larg- 
est TV market in the world, after Eu- 
rope and US, and recorded a growth rate 
of 76% in January this year. This surge 
in demand from China, pushed Sharp 
production of panels to full capacity, 
which was otherwise working at 50% of 
its total capacity. 

Given that, Sharp, the largest sup- 
plier of TVs and mobile phones in do- 
mestic market and a leading electronic 
components supplier in the world, fore- 
casts its profits to start gradually re- 
covering from the second quarter of fis- 
cal 2009-10 onward. The company ex- 
pects net sales to go up 16.7% in ¥1,500 
bn and operating income of ¥50 bn dur- 
ing that period as against net sales of 
¥1,250 bn (down 20.0%) and zero oper- 
ating income in the first half of the said 
fiscal. Some analysts, however, differ. 
Toyo Keizai, a research firm, forecasts 
Sharp to record an operating loss of ¥20 
bn for the fiscal year 2009-10. An unde- 
terred Sharp, bolstered by reduced in- 
ventories (down by ¥118.1 bn, from 
¥518.1 bn at the end of December 2008 
to ¥399.9 bn at the end of March 2009) 
and expectations of revival in demand, 
is all geared up to launch new models. It 
recently announced that it will intro- 
duce 10 new models of the highly ad- 
vanced AQUOS D Series LCD TV in the 
Japanese market. Besides, it is also ex- 
pecting an 80% increase in its solar- 
power panels production, a new growth 
area. Nonetheless, amidst all this, all 
eyes will be on how its new global pro- 
duction model delivers.= 


— Amit Singh Sisodiya and Sudesh Gonela 
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Credit Policy 2009-10 


A Watershed 
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RBI's recent monetary and credit policy is aimed at containing the effects of 
the global financial crisis on the Indian economy. Along with a series of 
interest rate cuts, RBI has specified a host of institutional measures to 
ensure that the growth momentum is maintained. 


~ N Kamakodi 


Executive Director, City Union Bank Limited, Kumbakonam, Tamil Nadu 


— S Sundar 


General Manager, City Union Bank Limited, Kumbakonam, Tamil Nadu 





e annual credit and monetary 

policy unveiled by the Governor, 

RBI, on April 21, 2009, is a wa- 
tershed policy not only containing the 
impetus for economic growth but also 
embroidered with needed caution to 
prevent any ill-effects sprouting from 
unforeseen happenings arising loeally 
or in other economies. The government 
addresses the problems concerning in- 
flation, unemployment, foreign trade 
and other socioeconomic imbalances 
through a combination of fiscal mea- 
sures and supply side management. On 
the other hand, RBI, through its credit 
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and monetary policies, controls and 
maintains stability in price level, inter- 
est rates, liquidity in the system, avail- 
ability of credit, and not the least, the 
parity of Indian currency. Though the 
customary annual policy is unveiled in 
April every year, RBI modifies and 
course corrects it in each quarter, while 
reserving the right to intervene and ef- 
fect necessary changes even at any point 
of time during the year. 

In the present Annual Policy, RBI 
Governor has dwelt upon six major is- 
sues. One, the deteriorating economic 
conditions globally characterized by the 


vicious cycle of high unemploymer 
falling income, lower demand/consum 
tion finally indexing to recession and i 
direct and indirect impact coupled 
our economy. Two, low interest rates a 
ministered in advanced economies ar 
the lurking dangers of pursuing suc 
policy in India particularly when CPI 
yet to be tamed. Three, steep depreci: 
tion of rupee against US dollar and di 
pleting exchange reserves on the back: 
widening current account deficit, dwit 
dling net capital inflows and advers 
Balance of Payment position. Four, fi 
cal stimuli and massive public spen 
ing planned by the government to spt 
economic growth and its appetite fc 
enlarged borrowing program wit 
higher rate of fiscal deficit. Five, bank 
ing failures in developed countries an 
the need to ensure better health to Ir 
dian banking system. Six, active lenc 
ing banks to support genuine credit re 
quirements of various sectors at rez 
sonable cost. 


GDP growth 

While unveiling the Annual Policy, th 
utmost concern to be addressed by RB 
was to stem the fall in GDP growth 
Though it was originally envisaged tha 
Indian economy was fully decouple: 
from the economic turmoil faced by ad 
vanced economies, it slowly starte 
emerging that our economy cannot bi 
isolated from or insulated against, a: 
evidenced by the slowdown. The GDI 
growth, which was quite healthy above 
9% till last fiscal, slowly retarded anc 
forced RBI to revise downwards its owr 
GDP growth estimates from 8.0-8.5% te 
7% and further down to 6.5%-6.7% foi 
the year 2008-09 and 6.5% for the cur 
rent year. Even such a reduced GDF 
growth is presumed on the back of nor. 
mal monsoon predictions during the 
year and that the fiscal and monetary 
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measures initiated would yield the ex- 
pected results. Constrained by the in- 
Hluence of external and internal factors, 
RBI has drafted the policy to ensure 
reasonable growth to provide for liquid- 
ity, lower interest rates, smooth 
completion of government’s ambitious 
borrowing program and above all sta- 
bility in price level. RBI’s assurance on 
adequate liquidity will enable the gov- 
ernment to proceed on targeted borrow- 
ing without impacting funds availabil- 
ity to industry, which has registered a 
drastic fall in growth from 7.9% during 
the period April-December FY2007-08 
to 3.5% during the same period in 2008- 
09. RBI has also chartered measures to 
wnsure funds availability at lower rates 





by reducing repo and reverse repo rates 
as public spending can only initiate the 
growth process and sustained growth 
can be achieved only through private 
sector participation. 


Inflation control 

The inflation which peaked close to 
13% in August 2008 has started reced- 
ing, thanks to the fall in commodity 
prices in our country in tandem with 
global trends. Though the WPI infla- 
tion touched a low of 0.26% by the end 
of March 2009, the Consumer Price In- 
dex continues to rule higher, reflecting 
higher prices of food and other essen- 
tial items. With normal monsoon ex- 
pected this year, the price level of pri- 
mary goods too will relent and the in- 
flation figures will turn negative. RBI 
has been cautious enough not to let the 
situation be derailed. RBI has pro- 
jected WPI inflation of 4% by March 
2010 when the base effect benefits ex- 
sisting at present will vanish. RBI has 
accordingly reduced the policy rates 
very marginally, only allowing at the 
same time huge liquidity overhang. 


The low inflation will invite enhanced 
consumer demand, thereby activating 
the economy with higher employment 
avenues and disposable incomes. How- 
ever, the abundant liquidity in the sys- 
tem needs close monitoring by RBI as 
to the end use, lest speculative forces 
with borrowed money may jeopardize 
the entire revival process. 


Government borrowing 

In its aggressive efforts to arrest fall- 
ing consumption arising on the back of 
fears of job losses and resultant in- 
come reductions, the government has 
unfolded several fiscal stimulus pack- 
ages, in addition to compensating the 
losses of oil and fertilizer companies. 


The abundant liquidity in the system needs close 
monitoring by RBI as to the end use, lest specula- 
tive forces with borrowed money may jeopardize 
the entire revival process. 


This has led to vast deviations in gov- 
ernment borrowings, which spurted 
heftily from Rs 1,13,000 cr in 2007-08 
to Rs 2,98,536 cr. Additionally, Rs 
95,942 cr worth of oil and fertilizer 
bonds were issued outside market bor- 
rowing program and State Govern- 
ments raised Rs 56,722 cr more than 
budgeted. Translated into better eco- 


inflation Rates 
WPI and CPI-IW 


nomic understanding, the fiscal deficit 
is estimated to be as high as 6% for the 
fiscal 2008-09. RBI deserves all praise 
for efficiently managing such mam- 
moth fund raising activity in a non-dis- 
ruptive manner. There is still ample li- 
quidity in the system, inflation figures 
are near to zero and interest rates are 
benign. For the current year 2009-10, 
the borrowings of Central and State 
Governments have been budgeted at 
Rs 4,34,647 cr, as against Rs 
4,02,302 cr raised during 2008-09. In 
the first half of 2009-10 alone, Cen- 
tral Government’s borrowings have 
been estimated at Rs 2,07,364 cr 
mainly to ensure that economic activ- 
ity does not fall below the estimates 
and a country like ours, with massive 
population dependent on consump- 
tion-driven economics, cannot afford 
to follow the example of advanced 
countries. RBI has decided to finance 
Rs 1,22,000 cr in the said require- 
ment through OMO purchases and 
MSS unwinding, and the balance to 
be met out of market borrowings. 
RBI’s efforts will be tested for its effi- 
cacy to manage the government's ini- 
tiative. This needs to be achieved 
without disturbing other fundamen- 
tal requirements like inflation con- 
trol, liquidity availability and softer 
interest rates. RBI’s annual policy 
has been directed at achieving the ob- 
jective with a balanced orientation. 
Presently, ample liquidity close to 
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Rs 1,44,000 cr is available in the sys- 
tem. There is still enough room for re- 
duction of policy rates and inflation 
worries are minimal at this pomt of 
time. However, the course of events to 
follow in the days to come will require 
swift response from RBI in controlling 
all these important variables. 


Liquidity support 
Ever since the financial market crisis 
accentuated in advanced economies 
since October 2008, the RBI has initi- 
ated a number of measures to emsure 
comfortable liquidity in the system. In 
addition to providing general liquidity 
support to banks, special liquidity sup- 
port was extended to NBFCs, Mutual 
Funds and HFCs, as these financia! in- 
termediaries were suddenly exposed to 
the potential counterparty defaults. As 
similar institutions in developed coun- 
tries ultimately transmitted their 
losses to banks, resulting in bank fail- 
ures, RBI has taken the needed proac- 
tive measures to support these entities 
and banks as well. These measures in- 
clude successive reductions in CRR 
from a high of 9% to 5%, reduction of 
SLR from 25% to 24%, enhanced export 
credit refinance up to 50%, special refi- 
nance and special repo facilities, spe- 
cial refinance facility to FIIs and buy 
back, including unwinding of MSS secu- 
rities. 

The combined effect of all these 
measures infused additional liquidity 


Exchange Rate Movements 
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of over Rs 4.22 lakh cr into the system. 
All the special refinance/special repo fa- 
cilities announced have been extended, 
and in the present annual policy, RBI 
has further extended them upto March 
31, 2010. As the present liquidity over- 
hang in the system is close to Rs 1.45 
lakh cr, RBI is justified in not allowing 
any further liquidity in the policy as it 
may turn counterproductive. RBI has 
gone an extra mile to ensure ample li- 
quidity, vastly deviating from normal 
practice only to reassure that enlarged 
government borrowing will be managed 
in non-disruptive way and the industry 
will not be starved of needed funds from 
the system. RBI’s stanee on liquidity 
support, a vital input to economic 
growth, is seen as a very welcome mea- 
sure by all in industry circles. However, 
RBI will be closely monitoring the end 
use of deployment to arrest any misuse 
of funds, particularly for speculative 
purposes. 


Interest rate management 

Interest rate management is the main 
job entrusted to Central Bankers 
worldwide. In tune with the policy of soft 
interest rates being pursued globally to 
arrest recession and rejuvenate growth, 
RBI too is aggressively employing the 
rate cut mechanics to stall the slippage 
in GDP growth and to reactivate growth 
process in all sectors in general and 
more so in labor-intensive industries. In 
order to lower funding costs of indus- 
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tries either directly or through financial 
intermediaries, RBI has effected reduc-! 
tions in policy rates from 9% that ex 

isted last year to a low of 5.00% in the 

case of repos and from 6% to 3.50% for 
reverse repos. In the present policy, both 
the rates have been reduced by 25 bps 
each. Considering the near zero interest 
rates in the US and Japan and 1% in 
UK and Europe, there is a fervent re- 
quest from industry to lower policy 
rates further downwards in the hope 
that funds will be made available at 
cheaper rates either in the market or 
through banks. However, RBI appears 
to be quite convinced that no larger cuts 
in policy rates are warranted at present 
and that cuts may be resorted to as ars 
when required as the conditions pre- 
vailing in our country are not as 
recessionary as in developed countries. 


Foreign exchange management 
Maintaining parity of Indian currency 
with our currencies has been the tough- 
est job for RBI. All the currencies, in- 
cluding INR, gained against US dol- 
lars only to reverse positions later. In 
our country, the outflow caused by the 
pullout of dollar by FIIs and hardening 
of dollar liquidity post the collapse of 
major commercial banks/investment 
banks resulted in the rupee depreciat- 
ing over 25%. Added to this, the export 
sector, including IT companies, find 
loss/lack of orders, while importers are 
hit hard by the currency depreciation 
on the one hand and sudden fall of com- 
modity prices internationally when 
compared to higher contracted prices. 
The foreign exchange reserves declined 
from $309.7 bn to $252 bn. Under 
these circumstances, RBI has been 
pursuing a policy of enhancing forex li- 
quidity by periodically revising its 
guidelines to align with market condi- 
tions and domestic requirements. RB] 
has already allowed forex swap facility 
to banks, upward revisions in NRI de- 
posits, easing of cost ceiling for ECBs 
and short-term borrowings in foreign 
currencies to NBFCs. With all these 
initiatives, the fall in INR againsi 
other currencies has not only been ar- 
rested but the forex liquidity too has 
increased. 
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Apart from the above-mentioned 
measures, in the present policy, RBI 
has taken a few more measures to sta- 
bilize the foreign exchange position in 
India. It has decided to continue the re- 
laxation in the cost of ECB till Decem- 
ber 31, 2009 so that corporates can 
raise loans abroad at cheaper cost. The 
FCCBs issued by Indian companies are 
trading at huge diseount whereas there 
are huge mark-to-market losses due to 
rupee depreciation. In order to enable 
the companies encash the discount 
available, RBI has increased the utili- 
zation of resources through internal ac- 
eruals from $50 mn to $100 ma, de- 
pending upon the rate of discount. It is 
expected companies can vastly benefit 
by availing the discounts. It has in- 
creased the loans against NRI deposits 
from Rs 20 lakh to Rs 1 cr so that NRIs 


can take advantage of lower prices pre- 
vailing in the market. It has also de- 
cided to double the position limits to 
the clients and trading members to $10 
mn and $50 mn in the exchange traded 
currency futures. 


Securities market 

Whenever the RBI effects any change in 
policy rates and/or liquidity adjust- 
ments, the government securities im- 
mediately react to price adjustments 
taking the cue from RBI's directions. In 
the last nine months, RBI has cut policy 
rates, including CRR, to infuse liquidity 
and to ensure a softer interest rate re- 
gime conducive te economic growth. 
Though RBI has promised to complete 
government’s borrowing program in a 
non-disruptive way, there is enough 
scope for disorderly movements in gov- 
ernment securities market on the back 
of excessive supplies. As banks are 
holding huge stocks of government 
bonds, they are likely to be affected to a 
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RBI is making all-out efforts to ensure stability in 
the market so that government borrowing 
program is smoothly conducted and that banks 
are also not unduly affected in the process. 


great extent if adverse conditions pre- 
vail in the market. Hence, RBI is mak- 
ing all-out efforts to ensure stability in 
the market so that government borrow- 
ing program is smoothly conducted and 
that banks are also not unduly affected 
in the process. 

In this policy, the RBI has stressed 
the need for stability in prices and has 
reintroduced Floating Rate Bonds 
(FRBs) through price-based auction, 
with the base yield linked to 182 days 
Treasury Bills, as against yield-based 
auction and linkage with 364 days 
TBs. FRBs are known to give market- 
related returns while not suffering 
mark-to-market losses. It has also 
fixed the Ways and Means limit of Rs 
20,000 cr for the first half and Rs 
10,000 cr for the second half of 
FY2009-10. It has effected certain 


i 


changes in a few bidding processes and 
finalized issuing of STRIPS during cur- 
rent financial year to develop sovereign 
zero coupon yield curve. It has also de- 
cided to settle OTC traded corporate 
bonds through RTGS system on a DvP 
basis and to launch exchange traded 
interest rate futures. 





Other measures 

The other measures contained in the 

annual policy are: 

e To set up a working group to review 
the present system of BPLR and to 
suggest changes to make the pro- 
cess more transparent, as it is al- 
ways complained that large borrow- 
ers are able to access credit at 
cheaper rates; 

e To pay interest on Savings Bank ac- 
count based on daily products w.e.f. 
April 1, 2010 to properly compen- 
sate such depositors; 

e To issue guidelines to rehabilitate 
sick SMEs; 


e To review credit guarantee scheme 
to accelerate flow of credit to MSEs. 

e To liberalize branch licensin 
norms, introduction of CRAR, amal- 
gamation, recapitalization, etc. of 
RRBs; 

e To allow Scheduled Commercial 
banks to set up offsite ATMs sub- 
ject to reporting only; 

e To constitute a group to review 
branch authorization policy; 

e To prepare for integrated liquidity 
management system for banks; 

e To upgrade stress testing guide- 
lines for banks; 

e To continue with the present policy 
of presence of foreign banks in India 
in the light of global financial mar 
ket turmoil; and 

e To set up Financial Stability Unit 
in RBI to prepare periodic stress 
test reports and financial stability 
reports. 


Conclusion 

The RBI’s Annual Policy is fully ori- 
ented towards stalling the present eco- 
nomic slowdown and rejuvenating GDP 
growth by ensuring availability-of funds 
to industry at competitive rates of in- 
terest. Sufficient care has been taken to 
ensure that the problems of unemploy- 
ment and recession presently wit- 
nessed in developed economies are not 
imported into India with proper plan- 
ning in place to meet the ambitious bor- 
rowing program of the government in a 
non-disruptive way. RBI has reduced 
interest rates, made available suffi- 
cient liquidity and has protected the 
currency at a respectable level. As the 
risk of dependence on other countries fo1 
exports of goods and services has not 
receded, more fiscal and monetary 
stimulus may be needed later, anc 
hence, RBI reserved and stored some oi 
the weapons at its disposal. If institu 
tions resort to unauthorized use of li 
quidity by taking full advantage o: 
RBI’s monetary easing, RBI will not 
spare any efforts to strongly drive out 
such evil forces through a ruthless re 
versal of its present policies.# 
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Society has claims on us all; and I profess myself one of those who consider intervals of 
recreation and amusement as desirable for everybody. 


uined castles set amidst wild 

mountains, aristocrats, suffering 
heroines and scenes “noisy with floods of 
hysterical emotion”—the stuff that 
Gothic romance is made of—these we 
may for a while put aside as we step into 
the genteel, rational and sensible world 
of Jane Austen for whom “three or four 
Families in a country village is the very 
thing to work on.” 

Here we have “no open country, no 
fresh air, no blue hill, no bonny beck.” We 
need to confine our vision to drawing 
rooms and social gatherings. How many 
among us would relish the thought of liv- 
ing in these elegant but confined houses? 
Yet, it is in the confined and unvarying 
society of a country neighborhood that 
Austen constantly offers us fresh in- 
sights into human nature through her 
characters, for “people themselves alter 
so much that there is something new to 
be observed in them forever.” 

Jane Austen (1775-1817), the author 
of novels like Sense and Sensibility, Pride 
and Prejudice, Mansfield Park, Emma 
and Persuasion, is undoubtedly one of the 
greatest of English novelists. A ‘fine 
painter of life, her exquisite touch ren- 
dered an aura of distinction to things 
supposedly ordinary and commonplace. 
Her universe might be a limited one, but 
it has the authenticity of experience— 
the upper middle-class English society, 
which she knew intimately. No wonder, 
realism is her forte. She could also “Re- 
veal so frankly and with such sobriety / 
the economic basis of society.” Money, 
she tells us in her novels, is the key to 
success in society; but she had nothing 
but contempt for a marriage based on 
social advantage. 

Pride and Prejudice, her brilliant and 
popular novel, with its interplay of emo- 
tion and intelligence, deals with the fol- 
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lies and foibles of human nature—par- 
ticularly in the two central characters, 
the opinionated Elizabeth Bennet and 
the proud Darcy—which hinders self- 
knowledge as well as knowledge of oth- 
ers. Alongside, Austen also exposes the 
social and financial ambitions, snob- 
bery, and prejudice of the upper middle- 
class English society, through her bril- 
liant wit, sophisticated social sense, 
irony and humor. 

Elizabeth Bennet, the vivacious hero- 
ine of Pride and Prejudice, was for her cre- 
ator “as delightful a creature as ever ap- 
peared in print.” Admired for the liveli- 
ness of her mind, her playful disposition 
“delighted in anything ridiculous.” To 
Elizabeth belongs some of the best of dia- 
logs in the novel. “You shall not,” she tells 
her sister Jane, “for the sake of one indi- 
vidual, change the meaning of principle 
and integrity, nor endeavor to persuade 
yourself or me that selfishness is pru- 
dence, and insensibility of danger, secu- 
rity for happiness.” 

The theme of marriage is all-perva- 
sive in the novel, offering on occasions 
some tense moments such as Elizabeth’s 
rejection of Collins’ marriage proposal 
and the ensuing commotion in the house. 
Mrs. Bennet, unhappy with her 
daughter’s decision, assures Collins that 
she shall be ‘brought to reason,’ adding 
that she is a very headstrong foolish girl 
who does not know her interest. Called to 
settle the issue, Bennet remarks, “An un- 
happy alternative is before you, Eliza- 
beth. From this day, you must be a 
stranger to one of your parents—Your 
mother will never see you again if you do 
not marry Collins, and I will never see you 
again if you do.” 

Elizabeth’s sister Mary, tells us that 
pride “is a very common failing I believe. 
By all that I have ever read, I am con- 





vinced that it is very common indeed, 
that human nature is particularly prone 
to it...” Darcy was initially looked at with 
great admiration till his manners re- 
vealed that he was proud and “not all his 
large estate in Derbyshire could then 
save him from having a most forbidding, 
disagreeable countenance.” He was the 
last man in the world whom Elizabeth 
could ever be prevailed to marry, because 
“from the first moment, I may almost 
say, of my acquaintance with you, your 
manners impressing me with the fullest 
belief of your arrogance, your conceit, and 
your selfish disdain of the feelings of oth- 
ers, were such as to form that ground- 
work of disapprobation on which suc- 
ceeding events have built so immovable 
a dislike...” Yet, as the plot progresses, 
misunderstandings are cleared to pave 
the way for marriage. Elizabeth acknowl- 
edges the error in her judgment: she had 
been blind, partial, prejudiced, absurd. 
Austen’s characters learn through disap- 
pointment and frustration. They come to 
realize their own inadequacies and 
thereby progress towards greater aware- 
ness and flexibility in life. 

“Jane Austen was an authoress who 
was a very good authoress if you like 
girls.” The comment is from a schoolboy, 
but it leads us to a truth: her novels are 
characterized by memorable women 
characters. Her characters—varied and 
convincing—live to this day as she has 
given them a stamp of universality.s= 

— Dr. Nirmala PG 
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Post: Product Manager 


Company: Goldshieid PLC 

Job Desc: The position will be 
responsible for promotion, positioning & 
marketing of existing brand of the 


Í company in UK & ROI countries, will be 
Í also responsible for development of new 


oroduct, brand building, marketing & 
strategy planning. 

Profile: MBBS/MBA in marketing. Should 
have an exposure to launching & 
marketing of anesthesia product. 

Exp: 7-8, Location: Mumbai 

Email id: 
hrrecruitment@goldshieldpic.com 


Post: Manager- Commercial 


Company: Kay International Ltd. 

Job Desc: Commercial graduate with 
management qualifications and at least 
12 years experience in commercial deptt. 
of any reputed manufacturing 
organization. 

| Profile: Commercial graduate with 
management qualifications and at least 
12 years experience in commercial deptt. 
of any reputed manufacturing 
organization. 

| Exp: 10-12, Location: Sonepat 

Email: kayintl@eth.net 


Post: Manager- Internal Audit 
Company: ABG Shipyard Ltd. 


Job Desc: Candidates having background 


of internal audit and systems in 
corporate sector & "SAP oriented 
candidates" may apply. 

Profile: Candidates having background 
of internal audit and systems in 
corporate sector & "SAP oriented 
candidates" may apply. 

Exp: 10-14, Location: Dahe; 

Email: niveditag@abgindia.com 


Post: Company Secretary-cum- Legal 
Officer 


Company: Aqua Infra Projects Ltd. 

Job Desc: Will be supposed to act as a 
compliance officer of the company, 
hendling matters related to company 
affairs, secretarial and legal affairs, 
drafting and liasioning with Law firms 
representing the company in court cases. 
Profile: Job requires a Qualified CS, LLB 
= 8-12 years experience in relevant 
field. 

Exp: 8-12, Location: Dehradun 

Email: hraqua09@gmail.com 
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Post: General Manager- Finance and 
Accounts 


Company: Ojus Power and Technologies 
Job Desc: We are seeking a highly 
energetic and motivated individual who 
can plan, direct, and drive the overall 
accounting practices and financial 
policies of the firm. 

Profile: The idea! candidate should be 
having 10+ years of relevant 
experience: Oversee general accounting 
practices (Invoicing, Journal entries, 
Payroll accounting, Balance sheet 
reconciliation, Cash flow analysis, 
Taxation, Reporting). 

Exp: 10-20, 

Location: Bengaluru 

Email: ram.sampathkumar@gmail.com 


Post: Chief Operations Officer 


Company: Azizi Bank 

Job Desc: Will be responsible for overall 
supervision of all the branches spread 
over Afghanistan, monitoring of 
compliance with the policies procedures 
of the Bank and Law prevalent in the 
country, providing support, direction to 
branches. 

Profile: Candidates having 15-20 years 
experience in the operations 
department or branches of medium to 
large sized banking institution and 
having exposure to appraisal and 
analysis of general banking, treasury 
management. 

Exp: 15-20, Location: Afghanistan 
Email: hrazizibank@gmail.com 


Post: General Manager- Finance 


Company: Energy Infratech Pvt. Ltd. 
Job Desc: Responsible for strategic 
financial planning, supporting finance 
functions involving determining 
financial objectives, designing & 
implementing systems, policies & 
procedures to facilitate internal 
financial control. 

Profile: Responsible for Accounts & 
Costing, Supervising timely preparation 
of statutory books of accounts, 
financial statements and annual 
financial reports, ensuring compliance 
with Indian & International Accounting 
Standards. 

Exp: 10-14 

Location: Hyderabad 

Email: 
hyderabad@energyinfratech.com 
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Post: Accounts Manager 


Company: Sentini Bioproducts Pvt. Ltd. 
Job Desc: Should have good exposure in 
accounts & will be required to maintain, 
update & reconcile all accounts and 
financial records accurate and up-to-date. 
Profile: ICWA qualified candidate with 
15-18 years experience in any 
manufacturing unit. 

Exp: 15-18, Location: Hyderabad 

Email: info@bio.sentinigroup.com 


Post: Manager- Finance & Accounts 


Company: Fast Trax food Pvt. Ltd. 

Job Desc: Shall be responsible for 
finalization of accounts, budgeting, 
costing/pricing, system development & 
implementation, MIS, sales tax, VAT, f 
income tax, liasioning with banks & other 
statutory bodies. 

Profile: CA/ ICWA with 15-20 years 
experience in handling Finance, Accounts 
and sales accounting functions. 
Candidate should have an ability to 
analyze and interpret the financial data 
and lead a team of professionals. 

Exp: 15-20, Location: Delhi 

Email: jobs@fasttrax.in 


Post: Internal Auditor- Accounts 


Company: Jhaveri Securities Ltd. 

Job Desc: Responsible for overall review 
of Accounting Standards and Internal 
Control, required to carry out Internal 
Audit independently of the Group's 
activities and conduct Audit of different 
department / areas as per Internal Audit 
Plan-Checking and verificatio 

Profile: Atleast 10 years of experience, 
5-6yrs working as Internal Auditor with 
banking, financial or broking firm only 
should apply. Accounting Package Tally 
knowledge is essential. 

Exp: 8-10, Location: Vadodara 

Email: careers@jhaveritrade.com 






Post: Accounts Manager 
Company: Printo Documents Services Pvt. 


Job Desc: Will be required to lead a team 
to maintain daily accounts of retail 
operations, using the Tally and Printo 
atforms, maintain and coordinate the 
implementation of accounting and 
accounting control procedures. 
Profile: Strong working experience on 
Tally, knowledge of accounting, 
budgeting, and cost control principles. 
Exp: 10-15, Location: Bengaluru 
Email: vasanthi.p@printo.in 
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Post: Vice President 


Company: UTI Technology Services Ltd. 
Job Desc: The work includes liaison with 
the Government Departments and other 
institutions and monitoring the branches 
of the region. The Candidate should be 
professionally qualified and should have 
at least 10 years of business development 
and marketing experienc 

Profile: The candidate should be 
professionally qualified and should have 
at least 10 years of business development 
and marketing experience. IT background 
and relevant experience preferred. 

Exp: 10-12 

Location: Delhi 


pE mail: hrd@utitsl.co.in 


Post: Chief Technology Officer - CTO 


Company: Health Axis Insurance Group 
Job Desc: Will be required to plan, 
implement and manage the operations of 
the IT function required for an insurance 
company. 

Profile: An experienced technology 
professional with a proven track-record in 
managing IT Public Sector / Private 
Insurance / Bank / Capital markets. 

Exp: 20-30 

Location: Delhi 

Email: healthaxis.insurance@gmail.com 


Post: Head- Islamic Banking 


Company: Azizi Bank 

Job Desc: Looking for a strong strategic 
and well-experienced individual for a start 
up Islamic banking. The responsibilities 
include starting Islamic Banking in the 
Bank, developing policies. 

Profile: 15 years of diversified Banking 
experience including 3 years as a Regional 
or Departmental Head. Candidate having 
hand on Islamic Banking experience of 3-5 
years will be given preference. Candidate 
ou have working knowledge of Islamic 
Bank. 

Exp: 15-20, Location: Afghanistan 

Email: hrazizibank@gmail.com 


Post: Unit Financial Controller 


Company: Royal Orchid Hotels Ltd. 

Job Desc: To take care of the finance 
function in a hotel. 

Profile: Candidates with MBA in finance 
with relevant experience can apply. 

Exp: 10-15 

Location: Bengaluru 

Email: careers@royalorchidhotels.com 


Why naukri.com? 


> Over 2,00,000 Jobs 
>» 35,000 Recruiters 
>» Get Jobs by email 


v 


grn aoe ml ate. errr: sites rt aaltona Emnin 








Post: Sr. Internal Auditor 


Company: Brunel Energy UAE 

Job Desc: Collaborate with Business Unit 
Managers and Team Leaders in assigned 
areas to advise on matters concerning the 
client's risks, controls, and Best Practice & 
to maintain an advisory relationship with 
Business Units. 

Profile: Bachelor degree in Business 
Administration/ Engineering/ Auditing/ Ac- 
countancy, Professional certificate in engi- 
neering, Accountancy, IT (e.g. P. Eng. 
ACCA, CA, CPA, CIA, CFE, CISA) is prefer- 
able. 

Exp: 10-20 

Location: Abu Dhabi UAE 

Email: suresh@bruneluae.com 





Post: Financial Advisor 


Company: Careerlink Systems 

Job Desc: Forecasting/ Outlook for busi- 
ness groups, analyze financial trends and 
variances to forecasts, Recommends ac- 
tions based on forecast analysis, Prepare 
and Present Monthly financial review re- 
ports. 

Profile: Responsible for FP&A, Financial 
Analysis, Budgeting, Forecasting. 

Exp: 10-18 

Location: Bengaluru 

Email: george@careerlinksystems.co.in 


Post: Commercial Manager 
Company: Wonderpack Industries Pvt. 


Ltd. 

Job Desc: Candidate shall be responsible 
for looking after Accounts, Finance, Legal 
Matter, Purchase, HRD etc. 

Profile: Candidate should be MBA / ICWA / 
CA / LLB with 10-15 years of experience in 
manufacturing organization. Candidate 
should be song in accounts, finance. 
Candidate should know SAP, ERP systems, 
Tally 9.0., Exp: 10-15, Location: Nasik 
Email: hrm@wonderpackindustries.com 


Post: Sr. Business Analyst 


Company: Nucleus Software Exports Ltd. 
Job Desc: Cash Management, Operations, 
Presales, Sales, Client Interaction & Busi- 
ness Analysis. 

Profile: Incumbent should have direct ex- 
perience in the Cash Management Ser- 
vices, Knowledge in the Banking domain 
is desired. 

Exp: 8-13,Location: Noida 

Email: 
rohit.agarwal@nucleussoftware.com 
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Post: Sr. Manager- Finance & Accounts 





Company: DSK Tricone Infrastructure & 
Construction LtD. 

Job Desc: Responsible for Financial plan- 
ning, budgeting & forecasting, Client Bill- 
ing with an ability to co-ordinate with En- 
gineering dept. for various expenses oc- 
curred, compile the figures & should be 
able to Bill the Client in accordance with 
the agreement betwe 

Profile: Candidate should have around 
15-20 years of hardcore experience in Fi- 
nance & Accounts in reputed Construction 
companies. Should have worked at Mana- 
gerial level for atleast 8-10 years. 

Exp: 15-20, 

Location: Pune 

Email: careers@dsktricone.com 


Post: Head - Finance & Accounts 


Company: Suvidhaa Infoserve Pvt. Ltd. 
Job Desc.: Key role would be to work 
with top management in strategic plan- 
ning and execution of the core business 
area. Financial restructuring wherever nec- 
essary & raising capital for expansion and 
growth of businesses. 

Profile: Relevant experience in similar field 
is desired. 

Exp: 10-20 

Location: Mumbai 

Email: careers@suvidhaa.net 


Post: Chief Financial Officer 


Company: Temptation Foods Ltd. 

Job Desc: Must have hands on experience 
on Financial Structuring, Financial Report- 
ing & Analysis, Fund raising, Corporate Fi- 
nance, Financial Planning and Valuation. 
Profile: Looking for a CA who must have 
worked in organization in FMCG/ durables 
ane other mass-distribution products ver- 
ticals. 

Exp: 16-26, , Location: Mumbai 

Email: careers@temptationfoods.com 


Post: Mananger - Costing 


Company: Meta Copper And Alloys Ltd. 
Job Desc.: Should be thorough in Costing 
& MIS & have exposure of working in a 
computerized environment (preferably 

RP 


Profile: Should be ICWA with experience 
of working in a metal / process industry. 
Exp: 8-10, Location: Goa 

Email: jobs@metacopper.com 
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LTTE 


A Lesson for Leaders 


ide “is a very common failing I believe. By all that I have 

ever read, I am convinced that it is very common indeed, 

that human nature is particularly prone to it,” said Jane 

Austen some two centuries back. And that perhaps is the real 
reason behind Prabhakaran’s ignominious death. 

It does not matter if such a pride results in the death of its 
owner if he happens to be an ordinary man. But when it comes to 
a leader, that too, a leader of the kind of Velupillai 
Prabhakaran, Chief of the Liberation Tigers of Tamil Eelam 
(LTTE), who was espousing the cause of Sri Lankan Tamil mi- 
norities for ‘political space’ in Sri Lanka that has largely been 
denied by the nation, its impact is felt more by the followers 
than by the dead-owner of the pride. To gain what is being 
fought for, even an insurgent leadership, as John F Kennedy 
said, must work towards “gradually changing opinions, slowly 
eroding old barriers, quietly building new 
structures.” Pity, the stupid pride doesn’t al- 
low this simple truth to prevail! 

Nor did it allow Prabhakaran, the leader 
who transformed the LTTE into a conventional 
army, see the ground realities in Sri Lanka. 
Even the dramatically altered international 
perception about terrorism, as a consequence 
of the 9/11, failed to catch his attention. 

It all started in 2002, when Prabhakaran, 
believing that he was in total contrel of every- 
thing in the North and East Lanka, did not pur- 
sue the peace processes initiated by the Sri 
Lankan government and brokered by Norway with an open mind 
and, importantly, sincerity of purpose. It was his continued de- 
mand for a separate Eelam along with frequent violations of the 
ceasefire agreements that led to the collapse of the peace talks. 
Many have dubbed it as “worse than a crime, a blunder”, and truly. 

Following this, the deadly impact of the 2004 Tsunami 
wiped out much of LTTE’s cadre in the East. Then came the 
defection of his trusted aide Vinayagamoorthi Muralitharan, 
alias Karuna, along with a sizable number of eastern cadre— 
more because of Prabhakaran’s autocratic rule. Of course, it is 
an aside here that the same Prabhakaran, in one of his inter- 
views in 1986, had thrown his lot in favor of “people’s democ- 
racy in a socialist system.” That aside, after the assassina- 
tion of Rajiv Gandhi, India not only distanced itself from the 
LTTE but also started helping the Lankan government in 
building its army's capabilities. With EU and Canada pro- 
scribing the LTTE, the flow of funds from expatriates started 
drying up. And, none of these unfavorable developments mat- 
tered to Prabhakaran—an insurgent leader who held sway in 
his own foolish world of imagination. The result was: underes- 
timating the strength of his adversary—both political and 
military—and living under the illusion of achieving a separate 
- Eelam for his Tamil brethren. 


be | June 2009 | 





But its consequences had to be borne by his innocent Tai 
brethren: “bloodbath ha[d] become a reality” in the northe< 
ern Sri Lanka where the army and Tamil Tiger insurge 
fought their last battle. Reports from Human Rights Watcl 
research and lobbying group, indicate that the Lankan ar 
had “indiscriminately shelled densely populated areas, incl 
ing hospitals, in violation of the laws of the war.” It also accu 
the Tigers of holding the civilians from their former northern 
hostage and even of murdering some who attempted to f 
Reports also indicate that the army had sometimes shelled 
‘no-fire-zone—the sanctuary in which entrapped civilians w 
taking shelter—for the government was eager “to finish t 
damn [26-year conflict] thing off soon.” 

And it did finish it off, though the scenes of terrified childr 
women and men fleeing the northern beach of Sri Lanka wo 
haunt the TV viewers. Prabhakaran, ali 
with his senior colleagues was killed. Perhz 
that is how all the stories of courage—cour 
as defined by Prabhakaran: “carrying cyar 
in one’s person is a symbolic expression of 
commitment, our determination, our co 
age”—that even maddens madness by bein; 
blind to ‘fear’, are destined to end. 

The real tragedy now is: the uncertai 
associated with the future of Sri Lanł 
Tamil minority and the fate of those educe 
Tamils who had emigrated to other count 
to escape the trauma of conflict. This bri 
to our mind the story of Niromi de Soyza, who at the age o 
—“as an idealistic 17-year-old ... believed in the power of 
individual to make a difference”— joined LTTE in 1987, 
after passing through a grueling phase of fighting, felt “brol 
physically and emotionally, constantly questioning the | 
pose of a war that could clearly never be won”, and finally « 
the organization saying, “I just can’t cope any more”; “I 
tired of this war”; “I am weak.” 

And, Niromi de Soyza—the “reckless, selfish teens 
rebel—who has today settled as a happily married mothe 
an affluent Sydney suburb, is eager to teach all that she 
learned the hard way: “...tolerance and empathy, that the 
doesn’t always justify the means, and that violence alw 
breeds more violence”, but laments that “I don’t think 
Lanka has learnt it at all.” 

If only this simple ‘rationale’ had dawned on Prabhaka 
history would have been different—the lives of mino 
Tamils in and outside Sri Lanka would have been differ 
certainly better than what it is today. 

There is, of course, a lesson in it to every living leader: A 
Pride! Pride and leadership are strange bedfellows. 
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What Monsoons Really Mean for India 


They mean a lot! For aeons, particularly with no human intervention, monsoon 
winds have been romanticizing the lives of Indians. For them, it is with the 
monsoon rains that “impregnation in the entire universe” rests—grass waiting 
to sprout, greenery to blossom, and for that matter the whole spectrum of na- 
ture looks forward to the life-giving monsoons from the oceans. 

Our annual affair with monsoons, however, starts with the announcement of 
Indian Meteorological Department’s predictions about the monsoon rains. Of 
course, our IMD has been forecasting about monsoon rainfall for over a hundred 
years, yet they remain a mere approximation of the real world, but not reality; 
for, after all, atmosphere is, as Lorenz's studies reveal, a ‘chaotic system’. 

Yet, no sooner does the IMD announce its forecast than Sensex—the 
country’s barometer of economic health—shoots up by a couple of hundreds of , 
points if the prediction is for normal monsoons. Financial analysts rush their 
advice to the gullible stock market investors to buy stocks if the forecast is for 
normal monsoon, or to sell if it is otherwise. Traders would welcome if the 
prediction points to below normal rains, for they can make a killing while the 
prices of commodities skyrocket. Even the governments of the day will not be 
left far behind: they merrily forecast increased employment and a healthy 
economy under the prospects of buoyant tax-collections. 

Of course, there is a reason behind this madness: even today, critical facets 
of our economy are highly impacted by the vagaries of monsoon. A recent study 
indicates that the impact of severe droughts on GDP ranges between 2 to 5% of 
GDP, for drought has an indirect impact on the purchasing power of the large 
fraction of the population that is dependent on agriculture. nd also, monsoon 
accounts for 80% of country’s rainfall, and even today agriculture that accounts 
for 25% of GDP, affording employment to 70% of country’s population, is just 
dependent on rains. ee 

Forecast or no forecast, the only man who goes on with his life as usual is the 
farmer: he tills his land and waits for the monsoons to water his crops. If they 
are timely, evenly distributed and sufficient to get a good crop home, he smiles. 
With him the nation too smiles. If it is excess, inundating his crops, or less, 
withering them away, there is nothing for him to look forward to, for there is no 
insurance for his crops, except to endure it under the hope of a brighter tomor- 
row. It is, however, pretty encouraging watching him defy the limits set by the 
monsoons and march on defiantly. 

Of course, his urban counterparts are no different: they too silently suffer the 
deluge, year after year, as their crippled infrastructure—transport systems, 
telecommunications, drainage systems—stares at them helplessly. Wasted 
days of no production, spread of diseases, loss of lives, etc., are all meekly 
accepted as fait accompli. Governments of the day ritually make a hue and cry 
about the failure of the forecast system, followed by vain promises for bettering 
the infrastructure for arresting such recurrences, and also to put in place a 
better crisis management system by the next season. Thus, it goes on year after 
year. To sum up, Indian economy is draped in monsoons. Just as the beauty of a 
woman is enhanced or diminished by the quality of the sari she is draped in, the 
life of Indians is defined by the nature of monsoons—their timeliness, evenness, 
and sufficiency. Maharajas or no Maharajas, Badshahs or no Badshahs, Vice- 
roys or no Viceroys, governments or no governments, Indians carry on their 
“mmorta! duel with monsoons with determination and, of course, with a silent 
hope for a better tomorrow! 


GRK Murty 
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Asia cannot rely on exports to the United States for long-term economic 
growth because US consumers will buy less as they increase savings and pay 
down debt. I’m optimistic on Asia’s short-term outlook but pessimistic on the 
long-term. To ensure long-term growth, Asian countries will have to support 
domestic demand by improving social welfare services. 


- Haruhiko Kuroda, President, Asian Development Bank 


We are falling behind when it comes to math; Our kids are falling behind 
when it comes to science. We have kind of settled into mediocrity when we 
compare ourselves to other advanced countries and wealthy countries. That’s a 
problem because the reason that America over the last hundred years has 
consistently been the wealthiest nation is because we’ve also been the most 
educated nation. 

- Barack Obama, President, US 


Central banks all over the world have printed huge amounts of money, and 
the real economy is not strong enough for all this money to be absorbed. It’s a 
mistake what they are doing. It’s giving short-term pleasure, but there’s long- 
term pain as we are going to have much higher inflation, much higher interest 
rates and a worse economy down the road. 

- Jim Rogers, Global Investor 


We need to focus on the introduction of GST from April 1, 2010. This is a 
critical part of our economic reforms. As in the case of VAT, the Centre contin- 
ues to play the role of a facilitator for GST also. The new tax system GST is 
expected to replace most indirect taxes at the central and state levels. 


-Pranab Mukherjee, Finance Minister, India 


The protectionist way of thinking does not augur well for a world that is 
facing most of its crisis as one entity, whether it is health, economy or environ- 
ment. At our end, we have to innovate, be dynamic, explore other regions, 
create our own niches, and invest more in R&D. 


~ Sachin Pilot, Minister of State for IT and Communications, India 


There are lessons to be learnt, but too many people are learning the wrong 
thing which is to stop everything. The financially over-liberalized economies 
are moving towards the center of the spectrum, but we were over-controlled 
and have to move towards less control in the sense of letting more players 
participate. 

~ Montek Singh Ahluwalia, Deputy Chairman, 
Planning Commission, India 


Poor growth of annuity market in India is mainly on account of changing 
demand by the investors who shifted towards unit-linked products and 
emphasis on marketing unit-linked pension products by the insurance 
companies. 

- H Sadhak, CEO, LIC Pension Fund 
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Three New Credit 
Data Bureaus to 
Supplement CIBIL 


orrowers having good 

history of servicing their 
loans will now be entitled to 
cheaper bank loans at better 
terms with three new credit 
information bureaus likely to 
kick off. On the other hand, 
borrowers with a history of 
defaults will be forced to pay 
more or even be denied bank 
credit. Whatsoever, the un- 
derlying idea of this move is 
to expand credit to good cus- 
tomers and avoid customers 
with a bad credit history. 

Credit information bu- 
reaus are the warehouse of in- 
formation about the credit 
history of borrowers. They 
also assign credit scores to 
customers, based on which 
banks judge their creditwor- 
thiness. The three new bu- 
reaus will supplement the 
Credit Information Bureau 
(India) Limited (CIBIL), in 
assessing the creditworthi- 
ness of borrowers. 

Globally, a credit score is 
an essential part of the bank- 
ing system and is used for a 
variety of reasons, including 
movement of goods and ser- 
vices, purchase of homes and 
cars, even getting jobs. But in 
India, it is largely used in the 
retail lending space that had 
been growing rapidly until 
2007. At least 12 companies 
had applied to start credit in- 
formation bureaus, but the 
Indian banking regulator has 
allowed only three— 
Experian Credit Information 
Co. of India Pvt. Ltd., Equifax 
Credit Informatien Services 
Pvt. Ltd. and High Mark 
Credit Information Services 
Pvt. Ltd., besides CIBIL. 
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WHO Declares Swine Au a Pandemic 


s more swine flu cases 

ave been reported 
across the globe, including 
India, the World Health Or- 
ganization (WHO), the spe- 
cialized agency of the 
United Nations (UN) that 
acts as a coordinating au- 
thority on international 
public health, has declared 
the disease a pandemic. 
WHO said that it had de- 
cided to raise the pandemic 
warning level from phase 5 
to 6, its highest, after hold- 
ing an emergency meeting 
on swine flu with experts. It 
is the first influenza pan- 
demic since 1968, when 
Hong Kong flu killed one 
million people. Around 
30,000 cases of swine flu, 
including 141 deaths, have 


RBI Constitutes 
Working Group to 
Review BPLR 


Ri has set up a working 
oup for reviewing the 
BPLR mechanism, which was 
introduced in November 2003 
by commercial banks to en- 
hance transparency in the 
pricing of their loan products. 
According to RBI, over a pe- 
riod, the system of Benchmark 
Prime Lending Rate (BPLR) 
has evolved in such a manner 
that it has lost its relevance as 
a meaningful reference rate as 
a bulk of loans are advaneed at 
below BPLR. Notably, aecord- 
ing to reports, around 75-80% 
of the corporate loans were 
given at sub-BPLR by major 
banks. Presently, banks’ 
BPLRs range from 11-12.50% 
for public sector banks to as 
high as 15-17% for private sec- 


been reported in 74 countries 
since the A(H1N1) virus was 
identified in Mexico in April. 

The pandemic decision is 
a seientific confirmation 


that a new flu virus has § 


emerged and is quickly en- 
gulfing the globe. The pan- 
demic tag is likely to trigger 
drug makers to expedite pro- 
duction of a swine flu vaccine 
and instigate governments 
to devote more funds to- 
wards efforts to check the vi- 
rus. Though WHO has em- 
phasized that most cases 
are mild and require no 
treatment, there is a rising 
fear that a spate of new in- 
fections could overwhelm 
hospitals and health au- 
therities, especially in 
poerer nations. Moreover, 


tor banks. Nevertheless, it is 
noted that lowering of BPLRs 
by a majority of public sector 
banks was in the range of 
125-200 basis points, while 
that of private sector banks 
was in 50-150 basis points. 
Furthermore, this impedes 
the smooth transmission of 
monetary signals and makes 
the loan pricing system non- 
transparent. In this regard, 
the apex bank is keen on ar- 
riving at an appropriate loan 
pricing system in tune with 
global standards. 

The working group would 
examine the manner in which 
banks arrive at the BPLR 
and analyze the reasons for 
divergence in the prime lend- 
ing rates of major banks. In 
other words, the working 
group is supposed to review 
the present BPLR system 
and suggest necessary 
changes to make credit pric- 





swine flu is also continuing 
to spread during the start of 
the summer in the northern 
hemisphere. Normally, flu 
viruses vanish with warm 
weather, but it has not been 
the case with swine flu. It 
leaves political leaders 
across the globe with the 
task of deciding how to 
tackle domestic outbreaks 
and co-operate with other 
nations, many with a more 
limited capacity to react. 


ing more transparent. The 
panel is expected to suggest 
necessary changes to make 
credit pricing more transpar- 
ent and suitable benchmark 
for floating rate loans in the 
retail segment and mull over 
any other issue relating to 
lending rates. The working 
group, which will be chaired by 
RBI Executive Director 
Deepak Mohanty, will have 
representations from RBI, In- 
dian banks’ association, 
Banking Codes and Stan- 
dards Board of India, and pub- 
lic, private and foreign banks. 
The report is most likely to be 
presented to all stakeholders 
by the end of August. Apart 
from this, the group would 
also review the administered 
lending rates for small loans 
up to Rs 2 lakh, as bankers la- 
ment that these loans affect 
their ability to price risk effi- 
ciently. 
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‘Brazil and HK 
Bourses Beef Up 
Global Rankings 


H Kong Exchanges 
and Clearing (HKEx) 
and Brazil’s BM&F Bovespa 
have vaulted ahead of NYSE 
Euronext, Nasdaq OMX and 
the London Stock Exchange in 
terms of market capitaliza- 
tion. This is the first ever time 
that the two of the biggest 
bourses in Asia and Latin 


_f-America have overtaken rivals 


AK 


in New York and London by 
market capitalization. Ana- 
lysts say this clearly signifies 
how the global financial crisis 
is reshaping the global ex- 
change landscape. 

According to Financial 
Times, the recent stock market 
rally has boosted volumes at 
most exchanges. The monthly 
FTSE Mondo Visione Ex- 


changes Index confirms that 
the market value of listed ex- 
changes rose by 27% in May 
2009. As per the changed dy- 
namics, HKEx is now the 
world’s second-largest ex- 
change by market value, after 
the CME Group, the largest 
US futures exchange. BM&F 
Bovespa is in fourth place, 
while the German exchange, 
Deutsche Börse is in the third 
place. The LSE has slipped to 
tenth place. 

The two exchanges are 
moving ahead with hefty ex- 
pansion plans. BM&F 
Bovespa has been closing 
down its trading pits and is 
shifting to electronic trading 
to make it easier for overseas 
traders to access the ex- 
change. Brazilian bourse is 
opening an office in London in 
July 2009. Trading volume on 
HKE x has soared in the past 
few months on the back of 


MARKET NEWS 


strong inflows from investors 
shifting to equities who seek 
higher returns. HKEx shares 
have surged nearly 70% since 
the beginning of the year. 
Analysts say the Brazilian 
and Hong Kong exchanges 
have mainly benefitted from 
owning clearing houses, 
which have helped in totting 
up their revenues. 


Kenya Unveils 
Record ‘Stimulus’ 
Budget 


- an attempt to jump- 
start the sluggish 
economy and create more 
jobs, the East African nation 
Kenya has unveiled $11 bn 
(sh866 bn) spending plan, 
the largest stimulus budget 
in its history. Apart from the 
whirls of economic slowdown 


IRDA to Introduce Uniform Valuation Norms for Insurers 


he insurance sector 

watchdog IRDA has 
- decided to unveil new uni- 
form valuation norms for 
insurers, making the valu- 
ation methodology simpler 
and homogeneous, based 
on the companies embed- 
ded value. From the finan- 
cial year 2009-10, the em- 
bedded valuation method- 
ology would be computed 
based on the present value 
of the future profit plus ad- 
justed Net Asset Value. 
The new methodology is in- 
troduced at a time when a 
few insurers are planning 
to list on the Indian stock 
markets. The Institute of 
Actuaries is involved in 
framing these guidelines. It 
is perceived that the new 
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guidelines will clear the con- 
fusion in current disclosure 
mechanism, which is based 
on European and American 
practices. As most of the lo- 
cal insurers are structured 
as joint ventures with either 
European or American com- 
panies, disclosures are 
made as per the practices 
prevalent in these countries. 
Nevertheless, under the new 
practice, insurers can easily 
access the capital market, 
which is allowed only after 
10 years of their operations 
under the existing guide- 
lines. It is a welcome move to 
most of the Indian private 
insurance companies like 
Kotak Life Insurance, Bajaj 
Allianz Life Insurance, etc. 
Apart from this, the regula- 
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tory authority is also chalk- 
ing out norms for the merger 
and acquisition of insurance 
players. It is also planning 
to impose a ceiling on the 
managerial remuneration 
of insurance companies to 
Rs 1.5 cr a year for a CEO’s 
pay linked to policyholders’ 
fund. 





and post-election crisis, the 
economy has also confronted 
issues such as severe drought 
conditions, rising food short- 
ages, inflation and unemploy- 
ment. The GDP dropped to 
1.7% in 2008 from 7.1% in 
2007. Added to this, the fall in 
foreign exchange revenues 
from tourism, horticulture, 
farming, etc., has also damp- 
ened its revenues. Plans to 
raise sh33.6 bn through a de- 
but sovereign bond were 
scuppered by the financial cri- 
sis. The budget deficit is ex- 
pected to be nearly 6.6% of GDP 
by July 2009 and the national 
debt would be 44.5% as the pro- 
portion of GDP. Acknowledging 
concerns over Kenya’s mount- 
ing debt burden, Kenya’s Fi- 
nance Minister Uhuru 
Kenyatta is aiming at bringing 
back the economy to debt sus- 
tained growth levels. 

The government has un- 
veiled 24% increase in the 
public spending to stimulate 
the economy, against the back- 
drop of deteriorating local and 
external sources of revenues. 
However, for the year 2009-10, 
the economic growth is antici- 
pated to be at 3%. Wycliffe 
Oparanya, the Kenya Minis- 
ter for Planning, states that a 
huge portion of budget will be 
allocated for the overall devel- 
opment and most importantly 
for infrastructure. Develop- 
ment spending is slated at 
sh258.9 bn, a whopping 82.6% 
increase from sh141.8 bn the 
year before. The stimulus 
package includes develop- 
ment of infrastructure, educa- 
tion, and healthcare, and also 
aid to revive the markets for 
facilitating trade, commerce 
and enterprise development in 
rural areas. = 
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Credit Rating Agencies 


More Oversight Needed? 
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Despite the blameworthiness of credit rating agencies, nothing much 
has been done by the policy makers to clean up the system. 





e global financial crisis has put 

Credit Rating Agencies (CRA) 

in the limelight as they failed to 

give investors adequate warnings of the 
risks involved in mortgage-backed secu- 
rities and other structured products. In 
the aftermath of the US subprime cri- 
sis, rating agencies were widely blamed 
for their generous ratings of dubious 
mortgage-linked securities during the 
credit boom. Their ratings did not re- 
flect the true risks inherent in these se- 
curities which are now suffering 
badly. Analysts who reviewed the 
causes of the global financial meltdown 
concluded that CRA were the major fac- 
tor behind the crisis. Critics say much of 
the problem is that rating agencies are 
paid by the companies to slap high 
marks on their securities, which did not 
deserve them. Besides, many investors 
placed blind faith on these ratings in- 
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stead of conducting enough checks on 
their own. Even today, some investors 
continue to treat credit ratings as semi- 
official judgment. 

CRA were widely blamed for mis- 
leading investors by giving a triple-A 
rating to troubled subprime mortgage 
securities. In 2008, at least 10 of the 
big companies that failed had invest- 
ment-grade ratings. For instance, 
Moody’s rated Lehman Brothers’ debt 
in the investment grade range just 
days before it filed for bankruptcy. In 
fact, the issue of the conflict of interest 
built into the rating agencies’ business 
model and their ratings have been 
misleading the investors for a long 
time. While some problems are indeed 
structural, there are more basic issues 
of risk-taking behavior, which cannot 
be changed simply through regulation 
and incentives. According to a survey 


which assessed the rating market, 
CRA are not valid and are not helpful 
in making investment decisions. In- 
dustry watchers say that unless the 
fundamental problem of conflicts of in- 
terest is resolved, we are going to see 
serial failures. 


Financial gatekeepers P 
The credit rating market is dominated 
by three large US-based firms—Stan- 
dard & Poor’s, Moody Investor Services 
and Fitch Rating. The market has a dif- 
ferent structure, as these entities have 
established their subsidiaries in sev- 
eral countries. The total revenue for the 
big three grew from $3 bn to $6 bn dur- 
ing 2000-07. Their ratings on creditwor- 
thiness of public companies and securi- 
ties act like crucial financial gatekee- 
pers in shaping a company’s ability to 
raise or borrow capital. 

Over the years, CRA have been play- 
ing a key role in reducing the informa- 
tion gap between the issuers of securi- 
ties and investors. Fair and perfect 
credit ratings play a valuable role in the 
oversight and functioning of financial 
markets. Not only investors, even regu- 
lators depend on credit ratings to define 
investing guidelines and develop mar- 
ket regulations. International bank 
capital accord, Basel II acknowledged 
their critical role in financial markets. 
Moreover, the market failure has come 
with the advent of structured finance 
products, and the current credit market 
turmoil has raised questions about the 
effectiveness of these agencies’ assess- 
ments of risks in rating structured fi- 
nance products. The meanings of specific 
ratings have varied over time and across 
agencies, and other concerns like con- 
flicts of interest triggered current Securi- 
ties Exchange Commission (SEC), US 
market watchdog, examine the proce- 
dures for designating national agencies. 
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Adverse business models 

Rating agencies follow a corporation- 
paid model in which the security issuing 
company pays to rate that security. 
This model creates an inherent conflict 
of interest that puts profits before qual- 
ity. Since rating agencies need steady 
flow of business, they tend to overrate 
securities and make their customers 
happy. In the recently concluded Global 
ABS 2009 conference in London, CRA 
continue to be a hot topic among 
securitization players in Europe. The 
top three players—Moody’s Investors 
Service, Standard & Poor’s and Fitch 
Ratings—have consistently been in the 
spotlight for their role in the global fi- 
nancial crisis. Investors also eom- 
plained, as ratings failed to accurately 
reflect the risks of the deals they had 
bought. 

Although CRA started a process of 
revamping their ratings criteria, more 
blowback has arisen, especially among 
buyside players. Gaélle Phillipe-Viriot, 
Head, asset-backed securities of Axa 
Investment Managers, warns: “It is still 
very hard to trust rating agencies. Rat- 
ings have become just another thing to 
manage.” Even analysts of CRA in- 
sisted that while ratings volatility may 
be painful to the market now, the re- 
working of their rating methodologies 
was necessary to ensure a more stable 
system in the future. Mary Schapiro, 
Chairman, SEC, said in a recent panel 
discussion on CRA, “The status quo 
isn’t good enough. Rating agency perfor- 
mance in the area of mortgage-backed 
securities backed by residential 
subprime leans, and the collateralized 
debt obligations linked to such securi- 
ties has shaken investor confidence to 
its core.” 

As SEC and Congress eye new rules 
and regulations to improve financial 
markets, CRA are coming under in- 
creased scrutiny. Regulators are debat- 
ing as to how to prevent inflated credit 
scores. Many experts have called CRA 
business model flawed. Beginning in 
the 1970s, investors paid credit rating 
companies for timely and accurate 
analyses of risk. Later, the big three fol- 
lowed a business model that required 
the security issuer to pay for the rating 
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instead; and therefore, there is an in- 
herent conflict of interest, explains Dou- 
glas Weber, Senior Researcher, the 
Center for Responsive Politics, “with 
big financial incentives for rating agen- 
cies to provide higher ratings and for is- 
suers to shop around for the highest 
possible ratings.” 


New regulations 
To improve industry oversight, regula- 
tors are keeping a closer eye on their 
business, which has been widely 
blamed for the current global financial 
crisis. The European Parliament 
passed new rules for CRA to boost their 
governance, disclosure and indepen- 
dence. Meanwhile, the crisis in the US 
financial markets exposed severe weak- 
nesses in the credit rating industry. In 
December 2008, SEC detailed a set of 
new rules to limit rating agencies from 
grading securities in instances where 
they made recommendations to the is- 
suer or a bank that underwrote the se- 
curity. McHenry, Congressman, said, 
“The SEC directed to provide investors 
crucial information they need to make 
sound financial decisions. As per Credit 
Rating Agency Transparency and Dis- 
closure Act, nationally-recognized 
credit rating agencies required to 
present additional disclosures with re- 
spect to the rating of structured securi- 
ties.” With the enactment of new legis- 
lation, SEC expects that investors 
would have greater confidence in the 
quality of structured security ratings, 
resulting in a healthier market for 
them. 

The new act directs the following 
new rules for the market: 


ə Make sure that issuers and origina- 
tors are providing CRA with ad- 
equate information on the assets; 
underlying a structured security. | 

e Require CRA to institute proce- 
dures for getting data from issuers 
and originators concerning the pro- 
cedures employed to attest to the 
data’s veracity and the fraud detec- 
tion capabilities surrounding the 
process. 

e Require CRA to disclose in a central 
database the historical default 
rates of all classes of financial prod- 
ucts they have rated. 

However, many argue that these 
regulations are not enough to fix the 
industry and that it needs faster ang 
more sweeping reforms. Jim Kaitz, 
President and CEO of the Association 
for Financial Professionals, opines, 
“Incremental changes unfortunately 
have not worked. Hopefully, this will 
be an opportunity for a real discussion 
on how to make some dramatic 
changes to the ratings process.” It is 
time to shelve this old practice. The 
market can be better served with a pro- 
cess that emphasizes greater trans- 
parency and objectivity in the debt rat- 
ing process. More importantly, in a glo- 
bal market, policy makers have to 
avoid a mishmash of regulations. Glo- 
bal ABS 2009 panel suggests that 
regulators need to coordinate across 
jurisdictions and among themselves. 
According to them, having a concerted 
effort between the US and Europe, as 
well as other regions, is key to their 
success. Against this backdrop, the re- 
cently concluded G-20 summit callec 
for globally consistent standards 


S&P’s Six Commandments 





In a recent white paper, Standard & Poor (S&P) lists six qualities that investors expect from ratings 
firms. The rating agency is of the view that these six qualities ensure analytical independence and 


prevent conflicts of interests at credit rating firms. 


e All public ratings available to all investors without charge at the same time; 
* Aratings process free from conflicts of interest and independent of issuers, investors and govern- 


ments; 


e Ratings based on sound, consistently applied methodologies that consider real-world trends; 

* Broad andconsistent coverage of a wide range of securities and asset classes; 

* Ongoing scrutiny to ensure timely upgrades or downgrades if appropriate; and 

* Freedom to choose rating opinions from multiple sources and additional benchmarks on issues 


besides the likelihood of default 
Source: Ratings DIRECT, S&P 





Credit Rating Agencies 


Global Corporate Cumulative Average Default Rates (1981-2008) 
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»/ building on International Organiza- 
tion of Securities Commissions’ 
(IOSCO) proposals to put appropriate 
structures and procedures in place to 
manage conflicts and reinforce analyti- 
cal independence and quality. 


Big Three’s response 

Amidst growing criticism, rating agen- 
cies themselves have responded to 
some extent by overhauling their rat- 
ing models to strengthen their trans- 
parency, quality of performance and 
prevention of conflicts of interest. In 
fact, some of them have even gone to 
add warning signals to many of the 
toxic securities that caused billions of 
,- dollars of losses to investors. Ian Bell, 
Managing Director, Standard & Poor’s, 
evinces the concerns of the industry 
and suggests, “People must remember 
that ratings are opinions and not guar- 
antees. We are in a very dangerous pro- 
fession of predicting the future, and 
that needs to be taken into account.” 
With the new set of regulations and 
new business models, both investors 
and rating agency analysts expect 
deeper and more meaningful discus- 
sions to take place about the role of 
CRA in the market and what ratings 
mean. Big Three too have announced 
that market participants should be 
free to choose from a variety of their 
_business models. 


ii 

A competitive landscape? 
With a new set of rules, is the competi- 
tive landscape of credit rating industry 
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expected to alter radically? Experts 
say the industry should be widened to 
include more players in order to make 
it more competitive. According to some 
estimates, there are dozens of rating 
agencies in existence, but only a frac- 
tion are designated as Nationally Rec- 
ognized Statistical Ratings Organiza- 
tion (NRSRO), by the SEC. Since the 
financial crisis gained momentum, 
SEC has extended the seal of approval 
to include ten more rating firms. How- 
ever, experts believe that more firms 
deserve of the designation. Kaitz sug- 
gests, “Extending this approval desig- 
nation is what is going to give investors 
more comfort about reliable and accu- 
rate ratings. As long as there are three 
major rating agencies in the world, it is 
never going to happen.” 

To clean up the system, the US gov- 
ernment moved a step ahead by pro- 
posing the creation of a government- 
run ratings agency. The new agency 
would be funded by a tax on issued 
debt or investors who subscribe to 
these ratings, and the government is 
planning to apportion a pool of funds 
among rating agencies to perform 
credit assessments. Joseph Grundfest, 
a former SEC commissioner and cur- 
rently a Professor of Law at Stanford 
University proposes an investor- 
owned and controlled agency. He notes 
“Under this model, investors would not 
only rate issued debt, but their assess- 
ments would accompany assessments 
published by traditional ratings agen- 
cies. The structure would force firms to 


compete by providing the best informa- 
tion possible to the marketplace.” 


Outlook 


Unless the fundamental problem of 
conflicts of interest is resolved, restor- 
ing investor confidence in the market is 
difficult to achieve. Critics say rating 
agencies, especially the Big Three, may 
not be eager to alter their current busi- 
ness models. However, others say that 
the problem is not with business mod- 
els but the dependence on credit raters 
that regulators and investors have de- 
veloped. Frank Partnoy, Professor, San 
Diego School of Law, suggests, “The 
key to policy going forward has to be to 
stop our reliance on these credit rat- 
ings. Even though few people respect 
the credit raters, most continue to rely 
on them. We’ve become addicted to 
them like a drug, and we have to figure 
out a way to wean regulators and in- 
vestors off of them.” The US govern- 
ment is spending about $12.8 tn in its 
efforts to revive the slumping economy, 
and the Congress has worked overtime 
to find a way out of the deepest reces- 
sion in 70 years. Unless it substan- 
tially fixes the broken ratings system, 
all these effort will be of no use. Frank 
Partnoy warns, “If the government 
doesn’t head in that direction, all of its 
efforts at financial reform may be put 
in jeopardy by the one piece of this 
puzzle that nobody has yet figured out 
how to solve.”m 

- N Janardhan Rao 
Reference # 01M-2009-07-02-01 
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Introduction of the new instrument, STRIPS is yet another effort by the 


RBI to draw investors to the dormant debt market. 





here is always a clamor to 

usher in a vibrant debt market 

in India, as on the lines of equity 
markets. Though the efforts to develop 
the secondary debt market—through 
the introduction of regulatory measures 
and innovative products—were in vogue 
through the last decade, India could not 
make much headway in deepening the 
debt market. But the current slowdown 
has given an opportunity for Indian 
regulators to again focus on the debt 
markets, say analysts. Plunging equity 
markets during the last few months 
have led many institutional investors 
to turn their attention to the debt mar- 
ket, particularly to the government se- 
curities markets. FIIs are also seen 
showing more interest in the Indian 
ebt markets. In tune with the changing 
;mood, RBI, in the Monetary and Credit 
Policy, 2009, has issued norms for bond 
houses, so that they would be able to 
repackage government securities by 
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splitting the principal and interest 
components in a security into separate 
tradable instruments. 

Separate Trading of Registered 
Interest and Principal of Securities or 
STRIPS allow trading of each coupon 
payment of a standard coupon-bearing 
bond and its principal as separate zero- 
coupon securities in the debt market. 
They are supposed to be advantageous 
because they pave way for the creation 
of a number of zero-coupon bonds, which 
are highly popular among both retail 
and institutional investors. According 
to RBI's draft guidelines, the zero-cou- 
pon bonds created through the applica- 
tion of STRIPS will be treated as gov- 
ernment securities in all respects. Mar- 
kets had been expecting these instru- 
ments to hit the market as early as 
2002. However, their foray into the 
Indian markets got delayed in view of 
the low activity in the Indian debt mar- 
kets. With the global financial crisis af- 


fecting the bottom lines of banks, insur- 
ance companies and other institutional 
investors, RBI has come up with norms 
for these instruments providing ample 
scope for them to gain from the govern- 
ment debt market. Following RBI’s 
norms, bond yields softened on the back 
of high liquidity and non-banking insti- 
tutions’ perceiving government securi- 
ties as safe haven investments. 

STRIPS have been a great hit in the 
US treasury market since 1985 because 
they have been tailored to meet a wide 
range of portfolio objectives in view of 
their known cash-flow value at specific 
future dates. There is a cliché in the US, 
which goes thus: “Strips are Lovely for 
Investors and Lively for Speculators.” 
Later, these instruments were intro- 
duced in 16 countries, including the UK, 
France, Germany, Canada and South 
Africa. 


Underlying dynamics 

Stripping is a process of converting peri- 
odic coupon payments of a conventional 
government security into a number of 
tradable zero-coupon securities, which 
usually trade in the market at a dis- 
count and are redeemed at face value. 
For instance, a 10-year government pa- 
per, worth Rs 100 cr and carrying a cou- 
pon of 12% would have 20 semiannual 
cash outflows of Rs 6 cr each and the 
repayment of principal of Rs 100 cr af- 
ter 10 years. Each of these 21 cash flows 
is a strip created from the underlying 
security. As one underlying 10-year se- 
curity can be converted into 21 zero-cou- 
pon securities with residual maturity 
coinciding with interest and principal 
payments, ranging from six months to 
10 years, analysts say these instru- 
ments would expand the breadth of the 
debt market significantly. Moreover, in- 
creased supply of securities across the 
maturity spectrum would lead to a con- 
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“The presence of securities of varied maturities deriving from a single coupon-bear- 
ing instrument would offer a wider scope of investment horizons for a diverse group 


of investors.” 


RBI in its recent Credit Policy has allowed for stripping the principal and 
interest components of government securities into separate trading in- 
struments. Do you think the timing of such a decision is appropriate? 

Even before the onset of the current global crisis, strengthen- 
ing market infrastructure by improving liquidity depth to ca- 
ter to divergent interests has been underlining the policy to- 
wards debt markets. The current recession has brought out 
forcefully the concerns with asset liability mismatches and 
their implications for financial institutions, including banks. 
Add to this, the fact that a more diverse and liquid debt mar- 
ket also offers monetary policy flexibility (the draft guidelines 
by RBI mention use of STRIPS as SLR instruments as also in 
repo and reverse repo transactions). The need for policy flex- 
ibility has only increased in the eurrent uncertain environ- 
ment. So while the annual credit policy did introduce this con- 
cept, draft guidelines were issued in May. Some amount of 
caution was perhaps keeping with incorporating global experi- 
ences as regards the mechanism being used for tax evasion in 
other countries, the questions ever implications of greater 
volatility vis-à-vis the underlying coupon instrument, etc. Es- 
pecially, in the current global crisis, when external invest- 
ments are marked by significant uncertainty, borrowings, 
both external and internal, are getting far more selective in 


tenure, cost and regulations; a long-term and efficient debt 
management strategy needs to be backed by an evening out of 
redemption pattern to reduce refinance risk. Hence, the pres- 
ence of securities of varied maturities deriving from a single 
coupon-bearing instrument would offer a wider scope of in- 
vestment horizons for a diverse group of investors. 


What are the advantages of these instruments? Do you think Indian 
markets have enough scope to absorb these instruments? 
Separate Trading of Registered Instruments and Principal 
Securities (STRIPS), as their very name suggests, facilitates 
transferring the right to ownership of individual cash flows. It 
does not impact time, direct cost or quantum considerations. 
Thus, for low risk investors, who set incoming inflows against 
an actuarial books like insurance companies, it offers an in- 
vestment choice along with facilitating better liquidity man- 
agement practices. Moreover, the facet that zero-coupon bonds 
are more volatile than the underlying coupon-bearing bonds 
would also be instructive to hedge funds with the consequent 
advantages of greater leverage. And of course, it is an excellent 
opportunity towards a zero yield curve to the sovereign bond 
market. 

On the question of scope, G-Sec markets have been virtually 
dominated by banks. If STRIPS have to serve their purpose of 


tinuous market and thereby impreve li- 
quidity in the market. Also, these 
STRIPS can be reconstituted back into 
a single security at any point of time. 
This gives flexibility to the government 
in managing their cash flows. 
According to RBI’s draft guidelines 
on stripping/reconstitution of govern- 
ment securities, these instruments will 
be eligible under RBI's repo and Statu- 
tory Liquidity Ratio (SLR) facilities, 
and STRIPS retain all the characteris- 
tics of a government security. Stripping/ 
reconstitution of government securities 
would be carried out at RBI as an auto- 
matic process within the Public Debt 
Office-Negotiated Dealing System. Pri- 
mary Dealers (PDs) can act as market 
makers in STRIPS and provide two- 
way quote in the market, and any entity 
holding balances of government securi- 
ties can strip/reconstitute these securi- 
ties through the PDs. The minimum 
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amount of securities that needs to be 
submitted for stripping/reconstitution 
should be in the multiples of Rs 1 cr 
(face value). 

To start with, securities issued by 
the Gol with coupon dates as January 2 
and July 2, irrespective of the year of 
maturity, will be eligible for stripping/ 
reconstitution. STRIPS are tradable 
only in the over-the-counter market. 
Trades in STRIPS, after being struck in 
the OTC market, have to be reported on 
the negotiated dealing system for clear- 
ing and settlement. RBI or PDs will not 
charge any fees for stripping/reconstitu- 
tion of government securities. 


Rewarding features 

STRIPS first originated in the US debt 
market, but are used extensively in the 
secondary market for debt in many 


countries. Analysts opine that intro- 
duction of STRIPS in the Indian mar- 


kets would help banks, financial insti- 
tutions, insurance companies, provi- 
dent funds, mutual funds, Foreign In- 
stitutional Investors (FIIs), as well as 
individuals to derive potential ben- 
efits. As STRIPS generate a number of 
zero-coupon bonds, a lot of advantages 
associated with the zero-coupon bonds 
can be traced to STRIPS. These bonds 
provide the most basic cash flow struc- 
ture, which is certain, thus offering the 
advantage of more accurate matching 
of liabilities and a precise manage- 
ment of cash flows without any rein- 
vestment risk. 

Also, since these instruments are 
backed by the government, they are de- 
fault free. Further, these instruments 
are not subject to call or put options, 
whereby a bond can be extinguished be- 
fore maturity. Therefore, cash flows 
from STRIPS are pretty assured, which 
means the investors are free of credit 
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deepening debt markets, then even the nature of market par- 
ticipants should be improved. Substantial investing classes in 
'developed markets are pension funds, another low risk invest- 
ing class. Pension reforms are hence a much-needed comple- 
ment so that a wide-based investing class strengthens the 
market. An important feature of the STRIPS is that it could 
also be reconstituted; hence, it gives the much-needed flexibil- 
ity. Moreover, in most developed markets component value 
sum remains much greater than the whole value. So a strong 
demand will exist but structural reforms could improve the 
Scope. 
Are there any drawbacks associated with these instruments? 
In the international parlance associated with STRIPS, two is- 
sues have often cropped—one related to the prevailing liquid- 
ity situation and the other on the tax implications. As an RBI 
report has acknowledged, the variegated nature of holding 
could entail squeezes in cash and repo markets from time to 
e. This would especially be increasingly felt as the number 
of participants in the Indian debt market increases in the com- 
ing years. Moreover, the situation arising out of higher relative 
volatility and value, as mentioned above, would always be 
there as in any other market. Initially, in countries like the US 
and UK, introduction of STRIPS was associated with tax eva- 
sion and consequent loss of tax revenue. However, I feel the 
Indian framework does address this aspect quite adequately. 
Do you think there are any prerequisites for constituting an effective 
market for STRIPS in India? Are there any specific areas where extra 
care should be taken by the financial institutions? 
There are facets including consolidation, alignment of coupon 
rates, policies for smoothening of maturity profiles. Firstly, 
the issue of a certain amount of consolidation. Here we have 


seen some progress. The policy of passive consolidation has 
already seen some results, and the fact that 38% of all loans 
constitute about 76% of the outstanding gilt loans signifies 
that some amount of groundwork is present. Active consolida- 
tion requires both legal interventions and policy alertness on 
a sustained basis. With the progress on passive consolida- 
tion, the climate of alignment of coupon rates has been made 
that much simpler. As regards the smoothening of maturity 
profiles, RBI has mentioned issuance of benchmark securities 
as a supplementary measure to STRIPS. The exact contours 
of the same would be keenly watched. 

Do you think Indian financial institutions and the government securities 
brokers/dealers are equipped with the necessary tools to implement 
various strategies for trading and hedging that are in vogue for STRIPS 
in developed markets? 

There are certain key areas where in terms of sophistication 
and scope the Indian debt market lags behind institutional 
mechanisms in developed markets. But in recent years, we 
have seen increasingly a greater adaptability of brokers/deal- 
ers and other market participants to a variety of complex fi- 
nancial instruments. 

Do you think that the Indian tax rules are compatible with these new 
guidelines? Do you foresee any change in the present tax structure? 
An interesting facet of a reply given by the Central Board of 
Direct Taxes to the RBI is where the difference between the 
sale consideration and bid money in the hands of the initial 
subscriber is in the form of capital gains. It is similar in the 
case of subsequent trading of the bonds. However, on final 
redemption, no capital gains will arise. 


*Executive Director, Credit Analysis & Research Ltd. 
(CARE Ratings), Mumbai, India. 


risk. Also since zero-coupon bonds do 
Dot pay any interest, they are also not 
subject to interest rate risk. Moreover, 
they can also be used to protect portfo- 
lios against interest rate risk associ- 
ated with reinvestment of coupons from 
coupon-bearing bonds. They can be 
widely used by the fund managers to ef- 
fectively manage their portfolios to 
meet their liabilities on time. Insurance 
companies can also make optimum use 
of these products, because with guaran- 
teed cash flows spread over a wide spec- 
trum, they can offer guaranteed and an- 
nuity products to investors —schemes 
where they get regular income in return 
for a capital investment. Apart from the 
excellent investment opportunities 
they offer to institutional investors, 
‘STRIPS also offer good leverage to 
hedge funds because the zero-coupon 
bonds are more flexible than the under- 
lying coupon-bearing bonds. Also, 


STRIPS can aid in constructing a zero 
yield curve for the sovereign bond mar- 
ket. 

STRIPs are also proved to offer 
more benefits to individual investors. 
These instruments can be used by the 
individuals to plan ahead for future 
cash needs like education, retirement 
etc., as zero-coupon bonds offer good re- 
turns when held till maturity. Investors 
can also use STRIPS in conjunction 
with other risky instruments, as the re- 
turns from STRIPS are guaranteed and 
rewarding. US experience with these in- 
struments suggests that they are favor- 
able for both risk-lovers and conserva- 
tive investors. 

Analysts say divergent interests of 
various segments of investors in the 
market may spark a high demand for 
each component of STRIPS and conse- 
quently the sum of the values of the con- 
stituent parts may exceed the value of 


the underlying bond. Therefore, these 
instruments appeal more for the bond 
traders. 

Not only the investors, even the is- 
suer, i.e., the government, benefits sig- 
nificantly from these instruments. True 
to their basic nature, they allow the gov- 
ernment to issue long-term bonds and 
strip them into short-term securities in 
convenient amounts. This is likely to 
satiate the market appetite for short- 
term securities. It also helps the govern- 
ment to adjust the maturity profile of 
its debt, as stripping does not impact 
direct costs of borrowing or the cash flow 
pattern of the original issues. 


Basic roadblocks 

There is little doubt that the introduc- 
tion of STRIPS is a step to invigorate 
the hitherto sluggish debt market in 
India. However, there are certain barri- 
ers, which the government and RBI 
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should address so as to make the in- 
struments bring the necessary impact 
on the markets. First of all, it 1s impor- 
tant to identify the strippable bonds 
and create awareness about them 
among the investors. Analysts opine 
that a notification as to whether the ex- 
isting bonds are intended to be 
strippable or new bonds are being is- 
sued for the purpose would be useful. 
For imparting sufficient liquidity to 
the market, there is a need to create vol- 


umes good enough fer stripping. This is 
necessary to have sustainable repay- 
ment levels at any point of time and 
avoid refinancing risk, if any. Therefore, 
analysts feel that all the existing bonds 
should be consolidated to have a fair 
idea of bonds that can be stripped. Also, 
once the bonds are stripped, there 
would be numerous zero-coupon bonds, 
with different maturity dates. It is very 
difficult to trace them back to the origi- 


necessary. 


Since various market participants like specula- 
tors, arbitragers and investors have different 
motives, maintaining price parity is all the more 


nal bond. Analysts say this is a draw- 
back, especially when these bonds need 
to be reconstituted, and therefore they 
need to be made identical and ex- 
changeable to avoid confusion. For this 
purpose, alignment of bonds based on 
the coupon payment dates, 1.e., coupon 
STRIPS having same maturity dates, 
can be aligned with principal STRIPS 
having same maturity. Analysts are 
also suggesting whole coupon rates, in- 
stead of coupon rates with decimals 


(like 11.27%), for the newly issued 
bonds so that stripping becomes easier. 

Also, since various market partici- 
pants like speculators, arbitragers and 
investors have different motives, ana- 
lysts opine that maintaining price par- 
ity is all the more necessary. For this, a 
well-maintained computerized price 
tracking system is to be put in place. 
Already proposed electronic negotiated 
dealing system and securities settle- 


i 


ment system with connectivity 
amongst PDs are to be quickened. 
Apart from all these loopholes, another 
roadblock is the taxation of the incomé 
from these bonds. For many years, there 
has been confusion over the timing of 
taxation. Debate as to whether to tax 
the coupon income when it is received or 
tax the entire coupon and the income by 
way of premium on maturity is going on. 
There have been a number of cases 
where investors are caught up in the 
confusion. But now, investors have to 
really look forward to the tax rules ap- 
plicable to income from the new instru- 
ments. 

Certainly, the government and RBI 
have introduced India’s debt market te’ 
the new instrument, which has proved 
to be fairly successful in many devel- 
oped countries. With proper systems in 
place and by learning from the experi- 
ences of other countries, the potential of 
these instruments can be used to trans- 
form the secondary debt market in In- 
dia. It would be interesting to see how 
the investors and institutions react to 
this development in the coming days. 


—T Jyotsna 
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Debt Restructuring 


On the Rise 








The sharp global slowdown and acute liquidity crunch have put 
enormous pressure on Indian companies and the number of cases 
referred to the Corporate Debt Restructuring (CDR) cell has increased. 





aytas Infra, promoted by the 

son of Satyam Computer 

Services ex-chairman B 
Ramalinga Raju, is all set to imple- 
ment its debt restructuring plan soon 
and has roped in leading investment 
bank SBI Capital Markets Limited for 
this purpose. The infrastructure com- 
pany has talked with CDR cell, as it is 
facing acute liquidity problems. Now, 
the priority of the government ap- 
pointed board is to revive the company 
through the CDR package and the suc- 
cessful execution of its projects. 

The case of Maytas Infra is not an 
isolated one. In fact, many companies 
cutting through various sectors, such as 
textiles, steel, gems and jeweleries, 
auto components, and even retail, have 
been in talks with the CDR cell in recent 
times. The steep ecenomic slowdown 
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across the globe and the tight liquidity 
situation, especially since October 
2008, have put enormous strain on the 
financial health of Indian companies. 
Resultantly, an increasing number of 
cases have been reported to the CDR 
cell—cases referred to the Corporate 
Debt Restructuring Empowered Group 
increased to 34 at the end of March 
2009, as against 10 at the end of 2007- 
08. 

Of the 34 cases, 14 were from the 
textile industry, while another half-a- 
dozen cases have been reported from 
the steel sector. Moreover, there are 
auto part manufacturers, and 
Subhiksha, a retailer, the Mumbai- 
based pharmaceutical company 
Wockhardt, Chennai-based rig opera- 
tor Aban Offshore, etc. Lenders opine 
that since many of the companies are 


unable to deal with the high level í 
debt, there would be more cases th: 
would be coming to the CDR cell ove 
the next six to nine months. 


Liquidity matters 

A notable decline in demand, couple 
with acute liquidity crunch, is amon 
the key reasons responsible for a nur 
ber of Indian companies restructurin 
their organizations, rescheduling thei 
loans and scaling down expansions. I 
order to stay in contention, companie 
had borrowed heavily from domestic a 
well as foreign sources to fund amb 
tious expansions, acquisitions and d: 
versification. Till the bull run in the glc 
bal market continued, there had no 
been any problem in raising funds. Bu 
as the cycle reversed and cash flow 
evaporated, companies were left with 
huge burden of debt to service as well a 
swelling inventories to clear. This ha 
resulted in working capital and cas! 
getting trapped in longer than expecte: 
cycles, which has adversely impacte: 
their repayment capacity. 

Indian corporates rely very much 01 
bank finances as an important compo 
nent of their growth strategy. But in re 
cent times, credit to the corporate secto 
by the banks has declined precipitously 
leaving the corporate India in the lurch 
Credit given by the banks to corporat 
India grew by 17.3% in March 2009, a: 
compared to a credit growth rate o 
22.3% in March 2008. And this tighten 
ing credit situation has inadvertenth 
compelled many corporates to opt fo 
CDR program. 


The underlying dynamics 

As per investopedia, CDR is “the reor 
ganization of a company’s outstandins 
obligations, often achieved by reducing 
the burden of the debts on the company 
by decreasing the rates paid and in 
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“CDR is a noble way for distressed corporates to restructure their debt and revive 


their operations.” 


The sharp economic downturn and liquidity crunch have put enormous 
pressure on the financial health of Indian companies and the number of 
cases referred to the Corporate Debt Restructuring (CDR) cell has in- 
creased. How do you see this trend? 
Pritish: Current recession in the global economy and its sud- 
denness have posed challenges to the corporate India. Sec- 
tors like textiles, gems and jewelries, auto components have 
been impacted over the last few years. Foreign currency ap- 
preciation in 2006-07 and subsequent slowdown in demand 
have led to dismal operating performance and inability to 
service the debt raised for financing expansions or acquisi- 
An. Out of the 34 cases referred to CDR cell in 2009, 14 are 
from the textile sector, besides which, there are significant 
number of auto components manufacturers. Year 2009 saw 
its first CDR on retail. Given that 27% of the outstanding 
bank credit is to sectors which are currently under stress, we 
may see a larger number of CDR referrals this year, as com- 
pared to last year. 
Sakate & Ryna: During the days of ‘irrational exuber- 
ance’, many companies were unduly optimistic about their 
businesses’ continued success and unrealistically confident 
of generating exponential cash flows year-on-year. Such opti- 
mism/confidence led many managers to resort to gearing 
their businesses to unsustainable debt ratios. The severe 
economic downturn and liquidity crunch caught many such 
companies unawares and unable to service such high finan- 
cial and operating gearing. This led to a threefold increase in 
cases being referred to the CDR mechanism in the year ended 
* March 31, 2009, over the previous year. Until such time as 
there is a reversal of the economic situation, we expect more 
companies opting to salvage their businesses by resorting to 
the CDR mechanism. We see this as a proactive step to pre- 
vent companies from slipping into dire financial situations 
from which recovery would be more difficult, if not impos- 
sible, and banks working with otherwise viable companies to 
protect their exposure to such companies. 

Though there has been some improvement in market sen- 
timent as reflected in the recent rise in stock indices, we be- 
lieve that the pain is yet to ease, the excesses of the recent 
past still need to be corrected and reform still remains uncer- 
tain. Accordingly, in our view, we expect the number of com- 
panies resorting to the CDR mechanism to increase in the 
current fiscal. 

What is your take on the CDR mechanism and what are the pros and 
cons of opting for this route? 
4 Sakate & Ryna: The CDR mechanism isa voluntary and non- 
Statutory arrangement between lenders and borrowers for 
timely and orderly restructuring of debts of corporate entities 
affected by certain internal and external factors. Since its for- 
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mulation, RBI has amended the CDR mechanism a few times 

to align it to current market conditions and requirements. The 

CDR mechanism is a welcome move as it allows companies to 

restructure without going into BIFR or liquidation. 

However, while the CDR cell has restructured over 70 ac- 
counts with loans outstanding over Rs 45,000 cr since incep- 
tion, the number of cases referred by commercial banks has 
not been many. It is expected that greater awareness of the 
working of the CDR mechanism in banks would help in the 
initiation of timely corrective action with regard to the ac- 
counts facing difficulties. Awareness also needs to be created 
among the corporates of the benefits of the scheme so that 
they readily come forward to present their problems and seek 
help before their accounts turn into non-performing assets 
in the books of the lender. 

Some of the advantages of the CDR system are: 

e One of the main advantages of the CDR scheme is to 
enable companies to get cheaper finances, a better bal- 
ance sheet management, and consequently no imbalance 
between the assets and liabilities, higher liquidity and 
avoidance of bankruptcy proceedings. 

e The company can control its own affairs unlike in the 
case of bankruptcy where the creditors secure control 
over the affairs of the company. 

e Due to the standstill provision envisaged under the CDR 
Mechanism Agreement, the debtor company has an ex- 
clusive time period to propose a reorganization plan and 
undertake the necessary debt restructuring exercise 
without any outside intervention, judicial or otherwise. 

e The investor, at the same time, gains out of a reduced 
risk due to a healthier balance sheet, better image, in- 
creased valuations and, therefore, better prices on sales 
of securities, assets, etc. 

e The key benefit of debt restructuring involves retention 
of existing management due to no liquidation, which may 
enhance overall creditworthiness. This, in turn, reduces 
the pressure from the corporates from retrenching em- 
ployees due to strained finances and economic pressure, 
and the employees retain their jobs. 

e Additionally, companies are relieved of the stress of debt 
management. 

e The CDR mechanism is based on the principle of ap- 
proval of a majority of 75% of the creditors secured by 
value to a debt restructuring package, which would make 
the same binding on the remaining secured creditors. As 
a result, the scheme does not depend upon a few handful 
creditors holding the same to ransom. In fact, the 
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disapproving minority have been provided an exit option 
under the scheme. 

e For those companies to which the Sick Industrial Com- 
panies (Special Provisions) Act, 1985 (SICA) applies, a 
timely approach to the CDR Cell for debt restructuring 
before the company value is eroded may save them from 
having to declare themselves as a sick company. 

e The CDR mechanism can be resorted to by both manu- 
facturing and other companies. 

Some of the disadvantages of the CDR system are: 

e The lengthy legal processes for formal restructuring un- 
der the CDR scheme could be time-consuming as well as 
expensive. 

e CDR leads to inereased non-performing assets in a bank 
and, therefore, affects the profitability of banks, apart 
from changing the approach towards credit delivery, 
which may result in a liquidity crisis. 

e CDR is often thought of as no more than another form of 
window dressing, since the non-performing assets are 
taken off the balance sheet, there being no corresponding 
change in the liabilities unless in case of conversion to 
shares. 

e Right to convert a portion of the restructured amount 
into equity can only be done keeping in view the statutory 
requirement under Section 19 of the Banking Regula- 
tion Act, 1949, Gin the case of banks) and relevant Sebi 
regulations. 

e The CDR mechanism only covers multiple banking ac- 
counts/syndication/consortium accounts with outstand- 
ing exposure of Rs 10 cr and above by banks and institu- 
tions. As a result of this threshold, corporates with lower 
debts and expenses than as mentioned in the eligibility 
criterion, although in constrained financial positions, are 
not in a position to avail themselves of the benefits of the 
CDR mechanism and frequently end up in liquidation. 

e Negative signals to the market, may affect a 
corporation's relationship, inter alia, with its suppliers, 
other creditors and share price. 

e Lack of awareness leading to such mechanisms being 
sparsely used or not being timely resorted to. 

To what factors do you attribute the current spurt in the CDR program? 

Pritish: Over the last four years, bank credit has grown at 

more than 25% year-on-year with higher contribution from 

industrial sector in credit growth from 35% in 2006 to 48% in 

2008. Corporate dependence on debt has increased over this 

period, with gross banking credit to GDP proportion growing 

from 31% in 2004 to 50% in 2008. 

Current macroeconomic slowdown has led to cash crunch 
among several corporate mainly caused by lower demand and 
capacity utilization and extended working capital cycles. A 
freeze in the overseas debt capital inflows and risk aversion of 
domestic banks have impaired their debt raising and replace- 
ment ability severely. This has further been accentuated by in- 
vestor apathy to infuse equity capital into growing corporates, 
thereby leaving them struggling for sustenance capital. 
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The number of cases referred to Corporate Debt Restru 

turing (CDR) Empowered Group has increased significant 
to 34 as of March 2009, as against 10 at the end of 2007-0 
This is despite the fact that the RBI has encouraged tl 
banks to restructure the loans which were standard as ¢ 
September 30, 2008. This is reflective of the underlyir 
stress in the industry. While over the last few months, tl 
credit flow to corporates has resumed in some meaningf 
manner, however, some select sectors continue to rema: 
non-favorites of lenders. 
Sakate & Ryna: The boom years, coupled with easy liquii 
ity conditions then, gave much of the Indian industry tl 
confidence to expand and emboldened them to stray into a 
eas outside their core businesses. 

As credit markets have tightened owing to the currer 
market scenario and the economic meltdown, the Indian cu: 
rency has declined in value in relation to the US dollar, an 
falling commodity prices have adversely affected the hedgin 
strategies of companies. Consequently, with the slowdow 
putting pressure on balance sheets, an increasing number ¢ 
borrowers are facing the prospect of restructuring their debi 
Some are hiving off non-core assets and raising cash to cop 
with difficulties in raising capital from other sources, whil 
others are more comfortable reorganizing ahead of an even 
tual economic recovery. 

What are the loopholes in India’s debt restructuring processes? 
Pritish: CDR is a noble way for distressed corporates t 
restructure their debt and revive their operations. It is a win 
win situation for all the stakeholders, for lenders throug] 
resalving potential delinquencies, for debtors by gettin; 
some breathing space to strengthen their liquidity and bal 
ance sheet position and thereby revive their operations 
Since the inception of the CDR mechanism, 225 proposal; 
for restructuring debt aggregating Rs 95,815 cr were re 
ferred, out of which 29 proposals aggregating debt worth Rs 
5,018 cr were rejected and 184 proposals have been imple. 
mented and the balance 12 are under implementation. As o! 
now, 89 cases of debt worth Rs 48,000 cr are under restruc. 
turing. In fact, out of the total 184 CDR packages approved, 
only 17 companies have gone bust. This suggests that the 
program has been fairly successful. 

However, there still remains ample scope to streamline 
the CDR process. The success of any restructuring is largely 
dependent on timely intervention and time-bound restruc- 
turing. Preliminary evaluation process at CDR cell level is 
itself spread over six months; three-tier structures also 
stretch the timeline to crystallize the restructuring package. 
In category II cases, where the promoters have to arrange for 
the additional funding, it is usually tough to restructure the 
debt, as it is difficult to raise new debt on second charge of 
the assets, and existing lenders also shy away from provid- 
ing any additional debt. In such cases, once the restructuring 
package is cleared, promoters do not show willingness to 
implement the package fully; for instance, in many cases, it 
is observed that the Trust Recovery Account (TRA) is not 
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created for more than one year, or even after the creation of 
TRA, the funds are routed through management controlled 


‘accounts. Further, it has been observed that the banks have 


r 


not been able to successfully implement rights to recom- 
pense, discouraging them from approving CDR packages. 
Sakate & Ryna: The biggest loophole appears to be that 
consent of lenders is required to resort to a CDR mechanism. 
Otherwise, viable corporates may be held hostage to the 
whims and fancies of an interested party. 

Do you think that Chapter 11 kind of code is required in India? In what 
way can the banks/financial institutions make the program work better? 
Do you think more comprehensive lender-borrower norms should 
evolve in India? 

Pritish: While filings under Chapter 11 are legal proceed- 
ings and CDR is a platform for bilateral negotiation, there 
are bound to be differences in the framework and implemen- 
tation of the debt restructuring process. However, CDR can 
incorporate a few positive aspects from Chapter 11, viz., 
lenders to have management rights post-restructuring, stay 
on all legal suits upon reference of company to CDR, and 
facilitating lenders to cede first charge in favor of additional 
debt raised on need basis. 

Indian corporate will continue to rely on bank debt as an 
important component of their growth strategy, and there may 
be occasions when the debt will be under stress for reasons 
extraneous to the company’s management. Under such situa- 
tions, it is obvious for all stakeholders—creditors, lenders, 
employees and customers—to hit the panic button. Even a 
viable entity can become victim of a self-fulfilling downward 
spiral under such circumstances. This necessitates support- 
ing good management through well-defined bankruptcy proce- 
dures to ensure corporate survival with radical restructuring 
in a time-bound manner. 

The laws should provide for step-by-step reorganization 
that aims to protect and salvage ongoing operations as far as 
possible. At the same time, lenders should have adequate 
regulatory comfort with respect to the collaterals under 


charge and the judicial system should be able to promptly 
address lender’s invocation of underlying security. 
SARFAESI is a good step in that direction. 

In what way can the banks/financial institutions make the program 
work better? Do you think more comprehensive lender-borrower 
norms should evolve in India? 

Sakate & Ryna: In our view, a Chapter 11 type procedure, 
where decision on suspension of debt is left to an indepen- 
dent and impartial third party whose decision is binding, 
inter alia, on financial institutions, is a better mecha- 
nism to adopt. 

Suggestions to make the program work better: Making 
provision for ‘debtor in possession’ financing as in Chapter 11 
would go a long way to make the program more viable by 
allowing otherwise pariah companies access to credit mar- 
kets. 

Greater depth and liquidity in credit markets would al- 
low troubled companies to access markets directly for refi- 
nancing maturing debt. In this regard, banks/financial insti- 
tutions could provide some much-needed liquidity to sec- 
ondary markets by acting as market markers, creating a 
proper market for trading in debt securities and assisting 
the regulator to frame a good regulatory regime that will 
facilitate issuance and trading in debt securities. 

For the mechanism to properly work, speed is essential. 
In this regard, banks/financial institutions should make 
their internal processes of referral to the CDR mechanism 
less bureaucratic and more efficient. 

Comprehensive norms: Comprehensive norms will 
result in not only making the system less bureaucratic but 
also inflexible. In our view, the best way is to follow a princi- 
pal-based approach, while at the same time, providing ap- 
propriate incentives to ensure that the intent of the program 
is met through provision of regulatory supervision and con- 
stant monitoring. 


“Vice-President, Investment Banking, Equirus Capital (P) Ltd., Mumbai 
**Partners, ALMT Team, ALMT Legal, Hammersmith, London 


creasing the time the company has to 
pay the obligations back. This allows a 
company to increase its ability to meet 
the obligations. Also, some of the debt 
may be forgiven by creditors in exchange 
for an equity position in the company.” 
The case for corporate debt restructur- 
ing comes at a time when a company 
goes through financial turbulence and 
faces difficulty in meeting its debt obli- 
gations. If the troubles mount and go to 
the extent of the company going bank- 
rupt, it can negotiate with its creditors 
to lessen the debt burden and increase 
its chances of avoiding bankruptcy. 
Chapter 11 Clause prevalent in US al- 
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lows the company to get protection from 
creditors in the hope of renegotiating 
the terms of the debt agreements and 
survive. 

In India, CDR system was estab- 
lished in 2002-03 budget as a mecha- 
nism for speedier disposal of restructur- 
ing cases involving multiple lenders, 
based on the experience of other coun- 
tries like UK, Thailand, Korea, etc. Be- 
sides an array of options available to 
the CDR body, lenders would generally 
consider increasing the repayment pe- 
riod and convert a part of debt into con- 
vertible instruments as part of the re- 
structuring process under CDR. In an 


extreme situation, the CDR body may 
suggest a change in management when 
it finds that the present set of people 
are not able to orchestrate a turn- 
around. 

In August 2008, India’s apex bank, 
the Reserve Bank of India (RBI) had re- 
vamped the norms for restructuring ad- 
vances, including non-industrial credit. 
Under the new norms, now the non-in- 
dustrial companies can also use CDR 
mechanism—a clause that was used by 
the lenders to the retailer Subhiksha. In 
addition to this, the RBI’s new guide- 
lines try to bring harmony to the pru- 
dential norms across all debt restruc- 
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turing mechanisms. Since the rules be- 
hind the restructuring of all advances 
are same, the prudential regulations 
too need to be aligned in all cases. 

And recently, it has been proposed 
that the CDR core body will shortly is- 
sue a circular with the changed clauses, 
which would include payment obliga- 
tions towards Foreign Currency Con- 
vertible Bonds (FCCBs), forward con- 
tracts for hedging business operations 
and speculative positions taken by com- 
panies through exotice derivative pred- 
ucts. Under the revised norms, the forex 
obligations of a company under CDR 
will come under debt—whether to- 
wards FCCB payments or simple de- 
rivative products such as forward con- 
tracts for hedging, or exotic products 
like principal swaps, struck mainly as 
speculative deals by companies. 

In addition to this, the clause on ‘rec- 
ompense’ will be tightened by linking 
the compensation to performance of the 
company when it turns around. Recom- 
pense is the compensation given by 
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companies to banks for the sacrifices 
made by the banks at the time of help- 
ing the company to turn around. 


Win-win situation 
Restructuring of debt allows a company 
encountering liquidity crisis to negoti- 
ate the terms of the debt with creditors. 
But the financial restructuring pro- 
grams involve some costs associated 
with it— it does come with additional 
strings attached. These additional 
strings would put the companies at a 
disadvantage as compared to the 
broader market in the long run. Compa- 
nies which are under the CDR exercise, 
such as Wockhardt, will not be able to 
either acquire or expand until the debt 
recast plans are put in place. 
Moreover, there still remains huge 
scope to organize the CDR process it- 
self. The fate of CDR program chiefly 
depends on the timely intervention and 
time-bound restructuring. Preliminary 
evaluation process at CDR cell level it- 
self spreads over six months; three tier 


structures also stretch the timeline 
crystallize the restructuring package. | 
case the promoters have to arrange fi 
the additional funding, it is usual 
tough to restructure the debt, as it 
difficult to raise new debt and the exis 
ing lenders also shy away from provi 
ing any additional debt. In such case 
once the restructuring package ` 
cleared, promoters do not show willin; 
ness to implement the package fully. 
Further, it has been observed th: 
the banks have not been able to succes: 
fully implement rights to recompensi 
discouraging them from approving CD: 
packages. Despite all these blips, th 
CDR program is still a win-win situa 
tion for the lenders as well as the debt 
ors. For lenders it is useful as it help 
resolve potential delinquencies by th 
companies; as well it gives breathin; 
space to the debtors to bolster their li 
quidity and balance sheet position.s 


- Y Bala Bharathi and Sanjoy D 
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ven for an intransigent opti- 

mist, it would have been impos- 

sible to fathom a global recov- 
ery within just a year or two after the 
worst financial crisis, which originated 
in the US but soon hit the economies of 
the world hard about a year ago. But 
now a sense of optimism is prevailing 
that the crisis is nearing its end and 
that a recovery is not very far off. “World 
growth can turn positive by the end of 
this year, and unemployment can start 
decreasing by the end of next year,” said 
Olivier Blanchard, IMF’s Chief Econo- 
mist. However, it will be a while before 
the world leaders take corrective ac- 
tions to help a battered economy recover 
from what he calls competing 
crosscurrents, with the collapse in confi- 
dence and demand continuing to pull 
the economy down and government 
stimulus measures and natural stabili- 
zation mechanisms pulling the 
economy up. “This is not the time for 
complacency, and the need for strong 
policies, both on the macro and espe- 
cially on the financial fronts, is as acute 
as ever,” he added. 

But don’t expect a uniform, an 
across-the-board recovery. Strangely, 
the US which was at the epicenter of the 
crisis, is expected to recover faster, 
while in Europe where banking sector 
was hurt more (than in the US) it could 
take longer than expected. “The shock 
originated in the US, but Europe is pay- 
ing a higher price,” New York Times 
quoted Jean Pisani-Ferry, a former top 
financial adviser to the French govern- 
ment who is now director of Bruegel, a 
research center in Brussels, as saying. 
In its latest World Economic Outlook 
(April 2009), IMF forecasts Euro 
economy to shrink by 4.2%, much 
ahead of US which is forecast to con- 
tract by 2.8% and the average contrac- 
tion of 3.8% for the advanced econo- 
mies. 

The explanation, to the puzzle of 
Europe’s relatively slower recovery as 
compared to the US, lies in the con- 
trasting approach taken by the respec- 
tive leaders of the two regions, suggest a 
section of economists. Whilst, as ex- 
perts say, the US has gone for more ag- 
gressive approach by launching stimu- 
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lus packages worth billions of dollars 
and pressurizing banks to open up their 
purse strings, in comparison, Europe 
has largely remained conservative and 
hesitant. 

But even amidst what critics call 
muted optimism, it would be too early 
to say that this (recovery) is entirely due 
to bailouts and improved liquidity. 
“Past episodes of financial crisis have 
shown that delays in tackling the un- 
derlying problem mean an even more 
protracted economic downturn and even 
greater costs, both in terms of taxpayer 
money and economic activity,” the IMF 
report said. 


Gradual and painful 

But some experts say that the crux of the 
issue is not when the recovery is expected 
to set in, but the intensity of the growth 
recovery once it bottoms out—will it be a 
robust or weak one is turning out to be a 
million dollar question. The ongoing syn- 
chronized economic slowdown has not 
come to an end, however, analysts pre- 
dict an early revival only next year, even 
as challenges remain. For example, the 
fast shrinking economies of Europe, fol- 
lowed by Mediterranean members, pose 
a major hurdle for early recovery world- 
wide, as the shortage of capital in Euro- 
pean banks is expected to outlast their 
American counterparts, affecting the 
overall revival process. Sharp snap 
backs are expected in the early 2010, 
propelled by massive policy boost and 
inventory cycle, resulting in short-term 
growth, however, some experts are con- 
cerned that strong bailouts may impact 
the prospects in the post-revival phase. 
According to Robert Zoellick, President, 
World Bank, the recovery would be a 
gradual and painful one, due to slack ca- 
pacities of the industries, thus elevating 
the degree of uncertainty and risk. Even 
with the stabilization of financial mar- 
kets in many developed economies, un- 
employment and underutilization of ca- 
pacity continue to rise, putting down- 
ward pressure on the global economy. 
The World Bank projects the global 
economy to decline this year by close to 
3%, with most developing economies ex- 
pected to contract this year and face in- 
creasingly bleak prospects unless the 
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slump in their exports, remittances, and 
fcreign direct investment is reversed by 
the end of 2010. “Altheugh growth is ex- 
pected to revive during the course of 
2010, the pace of the recovery is uncer- 
tain and the poor in many developing 
countries will continue to be buffeted by 
the aftershocks,” Zoellick said ahead of 
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(Real GDP; percent change from a year earlier) 


the Group of Eight Finance Ministers 
meeting in Italy. 

Economists believe that this is the 
crisis of over-leverage and over-spend- 
ing, and to counter it, effective steps like 
aggressive monetary and fiscal easing 
are necessary to prevent a severe reces- 
sion, triggered by excess lending, from 


The global economy is projected to undergo a deep and prolonged recession in 2009 with growth only returning at a gradual pace in 
2010 based on strong policy actions. A wide range of advanced anc emerging economies are projected to suffer substantial 


contractions in economic activityin 2009. 


2008 2010 


Sources: Haver Anatytics; and World Economic Outlook (WEO) database. 
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Sub-Saharan 
Africa 
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1 Australia, Canada, Czech Republic, Denmark, Euro Area, Hong Kong’SAR, Israel, Japan, Korea, New Zealand, Norway, Singapore, 
Sweden, Switzestand. Taiwan Province of China, United Kingdom anc United States. 


2 Indonesia, Malaysia, Philippines and Thailand. 


3 Newly Industrialized Asian Economies (NIEs) comprise HangiKong SAR,Korea, Singapore and Taiwan Province of China. 


4 Estonia, Hungary, Latvia, Lithuania and Poland. 
5 Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezueta. 
6 Commonwealth of Independent States. 


Source: World Economic Outlosk, April 2009, IMF 
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turning into near depression. The WEO 7 
report by IMF suggests, “The greatest 
policy priority at this juncture is finan- 
cial sector restructuring. Convincing 
progress on this front is crucial for an 
economic recovery to take hold and 
would significantly enhance the effec- 
tiveness of monetary and fiscal stimu- 
lus.” For poor and developing regions 
like South Asia, “the question South 
Asian policy makers must consider is 
how to use discretionary fiscal measures 
to boost demand and protect growth, con- 
sistent with medium-term macroeco- 
nomic stability,” said Ejaz Ghani, World 
Bank’s Economic Advisor for South Asia 
Region. The problem is, he added, unlike 
the developed nations, in emergin 
economies, unfortunately, fiscal policies 
tend to be pro-cyclical. “Governments are 
too complacent to tighten fiscal policies 
during good times, which leave less room 
for fiscal stimulus during downturns.” 


Incorrect interpretation 

Even while developed economies such 
as the US and UK and emerging econo- 
mies like China are infusing liquidity 
into the markets by pumping billions of 
dollars through stimulus packages in 
order to revive their sagging economy, 
some economists say that some funda- 
mental causes that led to recession 
were ignored while framing policies due 
to incorrect interpretation of the situa- 
tion and that has resulted in a slow re- 
vival. According to Nouriel Roubini, 
Chairman of Roubini Global Economics 
and Professor at Stern Business School, 
the crisis was caused by “excessive over- 
borrowing and overspending by house- 
holds; excessive and risky borrowing 
and lending by financial institutions; 
and excessive leverage of the corporate 
sector in a global economy where hous- 
ing, asset and credit bubbles got out of 
hand and eventually went bust”. Fur- 
ther, imbalances in the trade cycle due 
to degradation in the wealth of house- 
holds and stocks followed by excessive 
spending behavior by countries such as 
the US, UK, Australia, New Zealand 
and emerging European economies trig- 
gered the crisis. Moreover, consumption 
pattern caused severe strain on the 
economies, thus making them vulner- 
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“While current policies may stimulate growth in the short-term, we fear that it will 
not lead to a sustained recovery.” 





Can the global economy recover in mid-2010 as predicted by IMF? 
Elston: It is very unclear how the global economy will perform 
next year. Governments around the world are attempting to 
stimulate growth using unprecedented monetary and fiscal 
boosting measures. At this point, there is no evidence that this 
stimulus has resulted in a pick up in final private demand. In 
fact, huge government spending is likely to crowd out the pri- 
vate sector, making meaningful recovery less likely. 
Wong: To gauge the recovery of global economy, we should be 
/\ooking from two angles that are based in technical and funda- 
mental rationale. Generally speaking, the global economy hit 
their respective bottoms in all equity markets during the end of 
2008 to early 2009. By technical studies, we have seen some 
recent gains for the major markets, which are a natural re- 
bound after a long decline. The general theory in market move- 
ment will expect another consolidation again on the downside, 
but above the previous low, until the third quarter 2009 before 
the buying sentiments turn strong sometime in 2010. 
Nevertheless, the market will be vulnerable during this 
consolidation period. If any further recession impact were to 
erupt, it will bludgeon the market to a new low and the subse- 
quent recovery will take a longer time. This possibility will 
depend largely on the potential crisis from other industries 
such as construction meltdown, continual collapse of 
automakers, stagflation of oil and commodities, mutant vi- 
rus outbreak and warfare. Thus, it is too early to predict the 
, recovery until we have moved across the threshold of market 
“ consolidation period without the further emergence of ugly 
heads. 
Behravesh: There are many forces that will bring about a 
recovery in 2010. These include: much lower commodity prices 
(especially oil prices), massive financial rescue packages 
(which have eased credit conditions considerably), aggressive 
and unorthodox moves by central banks around the world to 
lower borrowing costs, and record fiscal stimulus in some 
countries (especially, the US and China). 
What measures should be taken by the developed and emerging mar- 
kets for economic revival? 
Elston: In our view, the best thing that governments could do 
is to step back and let market forces determine supply and 
demand. Government interference, in our view, only serves to 
distort natural economic forces and results in suboptimal 
growth, as private sector demand is crowded out by govern- 
ment expenditure. So while current policies may stimulate 
7 growth in the short-term, we fear that it will not lead to a 
| sustained recovery. 
Wong: Developed markets should be working more atten- 
tively to increase the consumer demands which usually have 
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a stake in two-thirds of the national growth. Besides creating 
more jobs, new arenas in modern technologies should be ex- 
plored in order to increase the expansion of different indus- 
trial participations. In addition, monetary liquidity must be 
maintained and gradually enlarged by the respective govern- 
ments to support the business functions of private corpora- 
tions during this critical time. 

Emerging markets usually have higher demands for raw 
materials and commodities. Thus, foreign investments and 
government budgets should be revised to kick-start more mul- 
tiple national developments. Multi-tier tax incentives will be 
great tools to aid in consumer spending and private entrepre- 
neurship for increasing competitiveness in the commercial 
world. However, it is essential for all emerging markets to 
control their budget deficits to be in minimal levels or even 
good to be in surplus. This can be effective in passing on more 
stimulus measures to the economic recovery and also to keep 
themselves out of debt. 

Behravesh: Most countries have cut interest rates ageres- 
sively. However, many have been less aggressive about boost- 
ing fiscal policy (Japan and many European countries fall into 
this category). This is where more needs to be done. 

Will the current reforms/policies and Obama’s stimulus efforts be fruitful 
in reviving the ailing Japanese economy and Europe’s banking sector? 
Wong: Currently, the key interest rate of the US dollar is 
almost on a par with the Japanese yen, thus keeping the pres- 
sure on the greenback but good to ease the national budget 
deficits. In the longer-term, such a policy may tamper with the 
interests of offshore investors in acquiring the treasury debt 
instruments. 

On the other hand, Japan has been in domestic recession for 
many years and depending largely on the external exports to 
create trade surplus. Following the current crisis that erupted 
last year, automakers and construction industries are land- 
ing in red in addition to the persistent slump in housing mar- 
kets. As the major importers for Japanese goods, US and Eu- 
rope have contracted tremendously in their consumer de- 
mands for general goods. In our opinion, the stimulus mea- 
sures and monetary policy from US government will hinder 
the recovery of Japan due to the rise in yen without any sub- 
stantial real growth in it. 

Following the model of US new banking measures, 
Europe’s banking sector may enter into a new phase of restruc- 
turing once they have gone through a series of stress tests that 
are scheduled for coming September. Besides having a higher 
key interest rate at 1% that can attract more investors, the 
expansion of Eurozone wishes to go beyond the current 16 na- 
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tions in years to come so as to eventually create a larger 
economy. 

Nevertheless, we fee] it is essential for European Union to 
unify their treasury instruments in erder to attract more in- 
vested funds. Currently, the unification of a single currency 
may not be sufficient to basket the incoming global invest- 
ments due to the vast differences in the performances of the 
16 economies. Since the bonds markets usually hold the big- 
gest liquidity, the issuance of a single euro treasury bonds 
may streamline many such interests and facilitate the ease 
of tapping into one large market by the global investors with- 
out hassle. 

Behravesh: In Japam and Europe more fiscal stimulus is 
needed. In Europe (especially Germany and Austria), more 
needs to be done to fix their ailing banking systems. Without 
that, recovery will be a long way off. 

What will be the role of BRIC/emerging econemies in economic revival? 
Elston: BRIC countries may be able to stimulate their own 
economies, but it is hard to see how they are going to play a role 
in helping to revive grewth in western economies. Infrastruc- 
ture spending in China and India may boost demand for com- 
modities and energy, helping countries like Russia and Brazil, 
but the benefits to large western economies will be limited. 
Wong: As mentioned earlier, the merging markets have 
higher demands generated for raw materials and commodi- 
ties. Among the big fowr emerging giants, China is definitely 
taking up an importent role in counterbalancing the weak- 
ness of the global crisis. Since it has become the biggest credi- 
tor to the US government, China should be spending more 
efforts to expand its industrial technologies and relevant re- 
searches by learning from the western terminology. Together 
with India, both should focus on their recovery by encouraging 
more consumer spending and multi-facet growth, but keeping 
the inflation in check. 

Currently, India is still considered an agricultural coun- 
try. In our opinien, the government should help to uplift the 
domestic lifestyle of middle income group, thus lessening 
poverty. As the growth of India is now staked largely on ex- 
ports of human intelligence and expertise, more steps should 
be taken to impreve the internal growth of multi-manufactur- 
ing by allowing foreign capitalization on a structured basis. 
Russia is basically an oil-driven economy while Brazil relies 
on agricultural output as its main income source. In sum- 
mary, the BRIC economies are able to expend the utilization 
of commodities in metals, energies, building materials, etc., 


thus helping to maintain the output of such producers with- , 
out causing a second crisis. | 
As these four emerging markets have the potential to e-f 
ate the largest retail market in their own respective regions, 
maintaining the consumer demands in many areas, such as 
real estates, household products, and personal and luxurious 
items, will effectively inspire the manufacturing industries 
to be viable. From the macro-view, more external trade part- 
ners are encouraged to smoothen out the market demands as 
well as in the dual-way of reverse importations. However, 
foreign capitalization needs to be well-controlled to prevent 
hyperinflation. 
If the inflation rate can be well-maintained, with generation 
of growth, the gradual increment of value in the respective 
currencies of the BRIC economies will be a good benchmark to 
offset the deficits of other trade partners. This can counter- 
balance the recovery from recession in many developed coun- 
tries and also act as an increment to national wealth. The 
again, this has to be done cautiously without jeopardizing the 
living cost of their own citizens. 
Behravesh: Unfortunately, much of the world is still count- 
ing on the US to lead the recovery. With the exception of 
China, the BRICs are still too small to be true engines of 
global growth. China has been something of a locomotive for 
commodity exporting countries. The recent rise in commodity 
prices suggests that China’s economy is on the mend. 
Any other view? 
Wong: In summary, the global economy moves in the boom- 
bust cycle that changes every 1-2 decades. To explain in a 
simple way, it is best to liquidate your assets at the top of the 
boom-cycle and start building your portfolio again at the bot- 
tom of the bust-cycle. 

As we foresee, the global markets will plunge down to 
make another consolidation in the third quarter, it will be 
stressful for all governments to start planning more stimulus 
packages in order to revive the economy. Over the next 1-2 
years, their role is to ensure no more impact surfaces and do 
their best to contain any second possible crisis as mentioned 
earlier. While we expect the global economy to recover in an- 
other 3-5 years, it will be a good opportunity for individuals to 
build their wealth portfolio out of this potential bottoming 
phase. 

*Strategist, Aberdeen Asset Management Asia Limited 
**CEO / Principal Consultant, PWforex.com, Singapore 
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able. For instance, according to the offi- 
cial data, consumption pattern in the 
US was at its all-time high, prior to the 
recession, as it accounted for a whop- 
ping 65% of the nation’s GDP, with 
heusehold saving just accounting for 
11% of their disposable income and it 
further clocked 65-72% of GDP, with 
savings turning negative, which led to 
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the downfall. Further, traditional com- 
mercial banks, considered the driving 
force behind economic progress, were 
severely hit, as more than 300 mort- 
gage lenders got shut. Experts say that 
with interest rates turning zero, bro- 
kers, money-market funds had too little 
role to play in this crisis, which they call 
the ‘culmination of a systematic bank- 


ing crisis’ followed by the ‘persistent 
credit crunch’. Corporates continued to 
register poor profitability ratios due to 
deflationary pressures at the initial 
stages, but were hit further as sliding 
demand due to liquidity crisis deterio- 
rated the situation, leading to huge un- 
employment, thus paralyzing the eco- 
nomic cycle. 
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More pains 

In a recent report titled, “World Eco- 
nomic Situation and Prospects 2009,” 
the United Nations forecasts a gloomy 
scenario ahead. “While a mild recovery 
in growth of World Gross Produet 
(WGP) is possible for 2010, a more pro- 
longed global recession is also possible 
if the vicious cycle between financial de- 
stabilization and retrenchment in the 
real economy cannot be sufficiently con- 
tained and concerted global policy ac- 
tions are not taken,” it said. “If finaneial 
markets do not unclog soon and if the 
fiscal stimuli do not gain sufficient trac- 
tion, the recession would prolong in 
most countries with the global economy 
stagnating at lower welfare levels well 
into 2010,” the report adds. But the bad 
news is for the developing economies 
which have rather been hit dispropor- 
tionately hard on account of flight of 
capital (drying of FDI and FII invest- 
ments), rising borrowing costs, collaps- 
ing world trade and eommodity prices, 
and subsiding remittance flows, accord- 
ing to the UN report. It forecasts the vol- 
ume of world trade in 2009 to fall by 
more than 11%, the largest decline 
since the crisis of the 1930s. 

The report also blames the execu- 
tion of the stimulus packages. “At 
present, the stimulus is very unbal- 
aneed. Eighty percent of the stimulus is 
concentrated in developed countries, 
while most developing countries lack 
the fiscal space to provide social protec- 
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His views are endorsed by the UN re- 
port which forecasts unemployment 
scenario to worsen in 2009-10. “Initial 
projections of 50 million unemployed 
over the next two years could easily 
double if the situation continues to de- 
teriorate.” It added, “Lessons from 
past financial crises indicate that it 
typically takes four to five years for 
unemployment rates to return to pre- 
crisis levels after economic recovery 
has set in.” 


Lower spending, a concern 

But the fact that Americans are now 
spending fewer dollars raises a concern 
over the prospect of a recovery in the 


The bad news is for the developing economies which 
have rather been hit disproportionately hard on 
account of flight of capital, rising borrowing costs, 
collapsing world trade and so on. 


tion and counteract the consequences 
of the crisis.” On the other hand, the 
World Bank has warned of serious so- 
cial upheaval, despite ‘low intensity’ 
recovery. “If we do no take measures, 
there is a risk of a serious human and 
social crisis with very serious political 
implications”, said the Bank’s Presi- 
dent, Zoellick, while ealling for practi- 
cally viable policies from economies. 
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world’s top consuming nation. In fact, 
analysts suggest that spending levels 
are now at an all-time low since the 
World War II. 

According to David A Rosenberg, 
Chief Economist and Strategist at 
Toronto-based money management 
firm, Gluskin Sheff, “People’s attitudes 
towards credit and home ownership are 
going a fundamental shift.” He expects 
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savings rate, which recorded a 14-year 
high of 5.7% in April, to surpass the 
record level of 14.6% set in May 1975 
when the US had just emerged from a 
severe recession but the average US 
consumer was still not sure about the 
economic growth. Strangely though un- 
employment was and has not been the 
reason for the recent decline in expen- 
diture, as lower tax collection more 
than offset the unemployment factor. 
Nonetheless, the major impact was 
felt in the durable goods segment such 
as furniture and vehicles, followed by 
non-durable segment, the lowest since 
1940. Expectedly, medical expenses 
topped the list. However, on the posi- 
tive side, a recent report by Royal Bank 
of Canada suggests that US consumer 
spending, the most potent indicator of 
the onset of recovery, has increased af- 
ter six months of decline. “This trend 
will continue in the second half of 2009 
because of low interest rates, firmer 
credit markets and fiscal stimulus,” 
the report said. 

Yet, reviving the demand is one of 
the major challenges before the central 
banks across the globe. For, it is not in- 
flation but deflation that poses a threat 
now. According to the IMF, “Inflation 
fears are a fast-receding memory, and 
central bankers around the world are 
now on the front lines in the fight to sus- 
tain demand in the face of financial dis- 
ruptions.” 


Glimmer of hope 

‘Nonetheless, there is a glimmer of hope, 
courtesy the BRIC economies that hold 
the key to quick economic recovery. 
China’s economy would speed up in 
2010 on the back of a range of essential 
fiscal and monetary stimulus mea- 
sures, said the Asian Development 
Bank in its recently released Outlook 
for 2009. “China will emerge from the 
crisis in better shape than it was before 
if it can rise to the challenge of rebalanc- 
ing its economy,” said Jong-Wha Lee, 
ADB’s acting Chief Economist. But 
Asia-Pacific region is confronted with 
the culmination of turmoil in the bank- 
ing sector, followed by high food and fuel 
prices and drastic climate changes, sug- 
gests a report by ESCAP (United Na- 
tions Economic and Social Commission 
for Asia and the Pacific). Titled, “Eco- 
nomic and Social Survey for Asia and 
the Pacific 2009,” the report estimates 
that more than two-thirds of world’s 1.2 
billion poor live in the Asia-Pacific re- 
gion, battling against rapidly sliding 
economic growth, and expects that the 
number of poor would go up by 100 mil- 
lion in 2010. In an attempt to restore 
the economic position to normalcy, 
ESCAP has initiated to promote trade 
and investment at the regional and sub- 
regional level, however, the domestic 
trade accounts for only 37% revenues, 
, that means the chunk of the exports, 
i.e., 63%, caters to the developed econo- 
mies such as US and UK. Given that, it 
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Indian Economy: Challenges on the Way Forward 





e Supporting the drivers of aggregate demand to enable the economy to return to | 


growth path; 


+ Boosting the flow of credit to all productive sectors of the economy; 
e Managing the large government borrowing program in 2009-10 in a non-disruptive mi 


e Restoring the fiscal consolidation process; 


e Ensuring an orderly withdrawal of the large liquidity injected in the system since Sep 
2008 by the Reserve Bank to support the economy's productive requirements; and, 


+ The continued challenge of preserving the stability of our financial system drawing fi 


lessons of the global crisis. 


Source: D Subba Rao, Governor, Reserve Bank of India; Annual Policy Statement- 2009-10 


forecasts the GDP of developing econo- 
mies in Asia to decline by 3.4% in the 
current year, the lowest ever level since 
Asian financial crisis a decade ago. The 
report suggests that in order to miti- 
gate the current risk posed by the down- 
turn, economies should alter their ex- 
port-oriented strategy within the region 
to accelerate domestic consumption; 
followed by focusing more on infrastruc- 
ture projects that would stimulate em- 
ployment and boost demand for com- 
modities and energy, which are very 
much a necessity. 

Nevertheless, a section of analysts 
believe that despite being recession- 
stricken, developing economies are in a 
better position as compared to during 
the Asian financial crisis. Pro-BRICs 
say that the Asian economies are set to 
recover much in advance than their 
western counterparts, thanks to the 
relatively benign economic performance 
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of China and India, thus making 
bright spot for the global econ 
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Russia, another member of the 
BRIC, hopes that the worst is behind. 
“Within the next few months we expect 
more positive growth dynamics and a 
lower decline rate in the economy,” 
said Arkadiy Dvorkovich, an aide to 
the Russian President, on the eve of St 
Petersburg International Economic Fo- 
rum, which opened on June 4. Russia's 
President Dmitry Medvedev said that 
the recovery (in Russian economy) will 
be quicker than expected. “I expect the 
Russian economy, as one of these rap- 
idly developing markets, to overcome 
its problems more quickly than had 
perhaps been expected,” he said at the 
Forum. 

Brazil too expects to bounce back 
from the shocks of the crisis soon. The 
economy is expected to grow at 1% in 
the current fiscal. The government is 
targeting 1% economic growth, an 
achievement considering that much of 
the western world is im deep recession, 
Brazil’s Finance Minister Guido 
Mantega said. Meanwhile India’s 
Prime Minister has expressed hope 
that BRIC would be able to lead the 
global economy out of the woods. “The 
countries of BRIC together account for 
40% of the world’s population and 40% 
of global GDP. The BRIC grouping has 
the potential to lead global economic 
growth,” the Prime Minister said. 

And the news frem the western na- 
tions too is encouraging. The advanced 
economies too are projecting a positive 
picture. Hinting that the worst of the 
global financial crisis might be over, a 
communiqué from finance ministers 
and central bank governors from the G8, 
who met at the southern Italian town of 
Lecce, Italy, on June 12-13, said, “There 
are signs of stabilization in our eceno- 
mies, including a reeovery of stock mar- 
kets, a decline in interest rate spreads, 
improved business and consumer confi- 
dence, but the situation remains uncer- 
tain and significant risks remain to eco- 
nomic and financial stability.” The 
economies are now exploring ‘exit strat- 
egies’ “to unwind the huge stimulus 
packages that have been deployed to 
combat the crisis”, IMF said. 

Another report by the Royal Bank 
of Canada suggests that “the global 
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economic crisis has bottomed out and 
positive indicators have begun to 
emerge.” According to the report, 
“There were encouraging signs for glo- 
bal recovery as the US economy was 
showing signs of recovery after worst- 
ever declines in its GDP in the last 
quarter of 2008 and the first quarter of 
2009.” Craig Wright, RBC’s Chief 
Economist, said, “There is an unprec- 
edented amount of money bolstering 
the world economy. What we will be 
watching is the impact this spending 
has on labor markets, as well as house- 
hold and business confidence.” “The 
degree of impact will be a crucial factor 
in shaping economic recovery,” he 
noted. Though the crisis has seen the 
unemployment rate surge to a record 
9.4% in 25 years, the recent data sug- 
gests that this rate has started declin- 
ing, the report said. 

Maintaining a cautious posture, 
US Treasury Secretary Timothy 
Geithner too has said that there are a 
number of signs that conditions are 
getting better, including that 10 of the 
largest US banks have been approved 
to repay $68 bn in government bailout 
money. But the current financial crisis 
“took a long time to build up and it will 
take a long time to get through it,” he 
told in an interview. 

Nevertheless, “There are reasons 
for optimism,” said John Lipsky, IMF 





First Managing Director. According to 
him, there are signs that the unprec- 
edented policy response, both fiscal 
and monetary, as well as the support 
being provided to financial systems, 
are all starting to show results. He felt 
that the turnaround would be led by the 
emerging economies where growth will 
accelerate towards the second half of 
the year. But he added that while “it’s 
too early to say we can see the green 
shoots of recovery in the advanced 
economies. What we do hope to see, or 
what we think we can see, are signs that 
the downturn is de-accelerating in ad- 
vanced economies.” He added, “This 
would be a precondition for a real emer- 
gence of green shoots and a return to 
positive growth next year.” He empha- 
sized that there is a strong imperative 
to restore financial sector functionality 
in the advanced economies, a challeng- 
ing task nevertheless. 

To conclude, it goes without saying 
that a full-fledged global recovery 
would depend on how soon the US re- 
covers. So, it would be a long road 
ahead for the most part of the global 
economy, if not entirely. But some na- 
tions, majorly from Asia such as India 
and China, can look forward to grow 
again. m 


— Amit Singh Sisodiya and Ramana Pemmaraju 
Reference # 01M-2009-07-05-01 
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US Economy 


Difficult Times Ahead 





The modest upturn in the stock markets and the sighting of green shoots 
have forced many analysts to conclude that the worst may be over for the US 
aconomy. However, available pointers indicate that the recovery is not going 
to be faster or smoother. 


- Kunal Kumar Kundu 


CoH. Knowledge Service Division, Infosys BPO Ltd., Bangalore 





any analysts are predicting 

that the worst may be over 

for the US economy and that 
it would bottom out soon. And the stock 
markets clearly seem to suggest so. 
People seem to be rejoicing at the sight 
of green shoots, like The Institute for 
Supply Management’s closely moni- 
tored index of manufacturing activity 
(from 40.1 to 42.8 in April), which inci- 
dentally is the highest reading since 
September last. Meanwhile, the April 
consumer spending fell by just 0.1%, 
after falling 0.3% in March, which was 
construed as a turnaround. There was 
also some small rise in Nationwide 
House Price Index. Subsequently, most 
of the analysts started talking in bull- 
ish tone. In terms of expectation, what 
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takes the cake, however, is the one by 
Congressional Budget Office or CBO. 
They assume a rather robust recovery 
in 2010, with real GDP expected to 
grow by 2.9% (from -3% in 2009) and 
then shooting up to as high as 4% in 
2011. What is of interest here is that 
the projections for both 2010 and 2011 
are above the average potential GDP 
growth of around 2.75%. More interest- 
ingly, as per their projection, the US 
will face an unemployment rate of 
8.8% for this year (for April the official 
unemployment rate was 8.9% and it is 
on the rise) and this is expected to rise 
to 9% next year. Strangely, while they 
are projecting the economy to grow 
above potential, they expect the unem- 
ployment level to rise. 


Before we dive deeper into the is- 
sues involved, here are some sobering 
facts. For starters, we would do well to 
remember that the genesis of the cur- 
rent global recession is the bursting of 
the housing bubble, the genesis of 
which, in turn, can be traced to the ultra 
low interest policy followed by the US 
and many other countries. This reminds’ 
one of what the noted economist Milton 
Friedman wrote. “The Great Depres- 
sion in the United States...is a testa- 
ment to how much harm can be done by 
mistakes on the part of a few men when 
they wield vast power over the mon- 
etary system of a country.” 

As for the recession, it will lose 
steam only after the housing market re- 
covers. At this point in time, there is no 
indication of an immediate recovery. In 
fact, the situation continues to be bad. 
Mortgage delinquencies and foreclo- 
sures rose to record high in the first 
quarter and home-loan rates jumped to 
the highest since March this week, as 
the government’s effort to fix the hous- 
ing slump lost momentum. The US de- 
linquency rate jumped to a seasonally 
adjusted 9.12% from 7.88%,’ the big- 
gest ever increase, and the share ol 
loans entering foreclosure rose tc 
1.37%. Both figures are the highest ir 
records going back to 1972. Clearly, the 
housing market is not responding to the 
efforts of the Fed and the Obama ad 
ministration to keep homeowners cur 
rent on mortgages by allowing them t 
refinance or sell to buyers enticed by af 
fordable terms. Prime fixed-rate hom« 
loans to the most creditworthy borrow 
ers accounted for the biggest share o 
new foreclosures at 29% (as pe 
MBA)—a sign that job losses are hurt 





1 Source: Mortgage Bankers Association (MBA) - 
http://www.mortgagebankers.org 
NewsandMedia/PressCenter/69031.htm 
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ing homeowners. At this point in time, 


one in every eight Americans is now late 


on a payment or already in foreclosure, 
as mounting job losses cause more 
homeowners to fall behind on their 
loans. With unemployment in April 
touching 8.9%, new home sales fell 34% 
in April, as compared to what it was a 
year ago. 

The US median home price tumbled 
9.5% last year, the worst ever recorded, 
according to the Realtors’ group. That is 
more than six times the 1.4% drop in 
2007, the first decline in the national 


median since the 1930s. This year, 
prices probably will fall 4.9% before 
posting a 4.4% gain in 2010.” 

This does not give hope for an early 
recovery. While the pace of contraction 
is easing, growth is unlikely to be vis- 
ible. The best scenario would be a recov- 
ery around the last quarter of this year. 
Even this recovery would be very weak 
given the level of joblessness that the 
economy is currently facing. While 
many are expecting the recovery to be U’ 
shaped, I am inclined to believe that the 
economy might actually start receding 
again. The humongous economic stimu- 
lus package announced so far (with a 
promise for more) would eventually act 
as a steroid that will result in the 
economy bottoming out. However, 
whether the economy would have 
enough firepower to start moving up 
thereafter is something I am not con- 
vinced about. 

Available information suggests 
that the US is likely to issue more than 





? Lawrence Yun, Chief Economist at the National 
Association of Realtors. 
* The huge amount of deficit would need to be 


4 monetized resulting in humungous flow of credit 


i 


that can lead to asset bubble, which would likely 
cause the same problems that led to the recent 
meltdown. Since the growth would be weak, it 
would not be easy to reduce deficit and hence the 
expectation of high inflation at a later stage. 
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$5 tn in new debt over the next 18 
months. It is quite likely that total in- 
terest payments on government would 
exceed $800 bn in the next 10 years, up 
almost fivefold from 2009, assuming 
that the long-term bond yields are less 
than 5%, as has been forecasted by 
CBO. According to Kenneth Rogoff, ev- 
ery one percentage point rise in interest 
will cost the US government an extra 
$170 bn annually. In any case, out- 
standing debt of the US government is 
currently precariously close to 100%. 
While the impact of huge US fiscal defi- 


While the humongous economic stimulus package 
announced so far will result in the economy 
bottoming out, the economy may not have enough 
firepower to start moving up thereafter. 


cit can be debilitating for the health of 
the economy,’ the focus of this article is 
on the US consumers and how their in- 
ability to spend will spook the economy. 

Recently, the Conference Board’s 
Consumer Confidence Index is shown to 
have reversed the downward trend. 
This, however, seems to be more an ef- 
fect of the tax breaks that the US resi- 
dents have recently got as part of the 
stimulus package. However, deep down, 
the US consumers have been very badly 
hit. 

Indeed, for an economy so critically 
dependent on domestic consumers, the 


US is in a very difficult terrain currently 
what with their consumers being highly 
indebted. Despite some correction, the 
current US household debt to dispos- 
able income ratio is as high as 130%. 
This excessive leverage situation is 
nearly a seven-year-old phenomenon. It 
started moving up from nearly 100% to 
this level from 2002. This was aided by 
benign global interest and inflation sce- 
nario and huge flow of credit, leading to 
asset price inflation, which manifested 
itself in the form of a bubble. The lend- 
ing institutions lowered the bar for 
their lending practices, as they relent- 
lessly started chasing income. The risk 
appetite increased so much that soon 
price of risk fell to zero, and anybody 
and everybody jumped onto the band- 
wagon. Artificial demand for houses 
jacked up the prices. With the rising of 
house prices, US consumers started 
withdrawing equities in huge numbers 
(MEW or Mortgage Equity With- 
drawal), giving them more (yet artifi- 
cial) purchasing power. Easy availabil- 
ity of credit and rising demand boosted 
corporate profits, and hence the equity 
markets also went on an overdrive. All 
of these positive developments fed into 
each other and the bubble kept on build- 
ing up. As long as these positive senti- 
ments were there, the US household 
somehow managed the high debts. 

But that was then and this is now. 
With house prices collapsing and equi- 
ties hardly giving much comfort, the 
wealth effect has vanished. The prob- 
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lems in the financial market have crept 
into the real economy. Now, not only are 
the consumers virtually unable to repay 
their debts, their wealth has also been 
reduced to a fraction of what it was ear- 
lier. Added to this is rising unemploy- 
ment, as the economy is tanking. Hence, 
they are dramatically cutting back on 
their spending. 

The hardest hit has been the baby 
boomer generation. The baby boomer 
population of 76 million began to retire 
in 2008, and 10,000 people will join 
their ranks everyday for the next two 
decades.* The generation that couldn’t 
care less for savings is seeing its wealth 
dissipate in front of its eyes. With many 
of them experiencing a substantial de- 
cline in their retirement fund, going for- 
ward it is expected that the US consum- 
ers would start saving more and cut 
back on consumption. 

Indeed, it is important to realize 
that a great deal of deleveraging is wait- 
ing to take place, as the US consumers 
are now scurrying for cover. Fact is, the 
dramatic rise in debt was accompanied 
by a steady decline in the personal sav- 
ing rate. The combination of higher debt 
and lower savings enabled personal eon- 
sumption expenditures to grow faster 
than disposable income, providing a sig- 
nificant boost to US economic growth 
over the period. However, in the longer 
run, consumption cannot grow faster 
than income because there is an upper 
limit to how much debt households can 
service, based on their incomes. For 
many US households, current debt lev- 
els are clearly too high, as evidenced by 
the sharp rise in delinquencies and fore- 
closures in recent years. To achieve a sus- 
tainable level of debt relative to income, 
households may need to undergo a pro- 
longed period of deleveraging, whereby 
debt is reduced and saving is increased. 
After a long gap, savings have indeed 
started to increase. But the indebted- 
ness is still very high and there should be 
a lot of deleveraging happening before 
things settle down. The minimum that 





* — http://www.us.eapgemini.com/babyboom/ 


5 According to US Census Board estimation, popu- 
lation of age 55 and above as percentage total 
population is likely to ge up to 31% plus from 
around 23% currently. 
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should happen is that the debt to income 
ratio should at least fall to 100%, if not 
less. As a corollary, the US economy 
would continue to falter in the coming 
years as this adjustment takes place. 

But that’s not all. A closer look at 
the consumer expenditure basket 
throws up an interesting situation. 

As the given chart (see the previous 
page) indicates, the Personal Consump- 
tion Expenditure (PCE) as percentage of 
GDP, which has slowly trended up (and 
more so since the-early 1980s when the 
baby boomer generation started enter- 
ing), currently accounts for about 71% of 
the US GDP. Clearly, this is a more cru- 
cial component of the GDP. What is im- 
portant now is to look at the trend in the 
medical expenses. It currently accounts 
for about 13% of the US GDP, as com- 
pared to about 3% nearly 60 years ago. 
Now comes the more interesting part. If 
we take off the medical expenses from 
ageregate PCE, i.e., PCE ex-medical ex- 
pense, it has shown a tendency of trend- 
ing down. 
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What this means is that for the 
highly indebted household, that has to | 
compulsorily spend on their medical ex-/ 
penses, there was no other way but to 
marginally reduce other spending on 
other aspects. This does not augur well 
for the intermediate future of the US 
economy. Having experienced the pain 
of recession caused by excessive lever- 
aging and leading to substantial ero- 
sion of wealth and high unemployment, 
the US consumers would need to start 
deleveraging and saving more. In fact, 
the savings rate has already started to 
move up. Added to this is the increasing 
proportion of medical expenses in their 
overall consumption basket (more so 
given that the population is agingř), and/ 
we are staring at a situation where do- 
mestic demand (ex-medical expenses) 
can be hurt badly. In short, expecting a 
consistent recovery of the US economy 
toward this year end seems more like a 
utopia.s 
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Swine Flu Pandemic 


Imperiling Global Recovery 





The eruption of swine flu in Mexico comes at an unfortunate time for the 
global economy which is already beset by a severe recession. 





e global financial crisis and the 
consequent economic contrac- 
tion are already taking a heavy 

toll on the businesses and economies 
across nations. Now, a travel-related 
infection is spreading about as rapidly 
as most strains of flu do and has rattled 
the global economy. However, its ulti- 
mate cost will depend how serious it 
becomes and how long it lasts. During a 
global economic crisis, a pandemic 
could present a greater threat, as even a 
mild one has considerable effects on glo- 
bal economic output. According to a re- 
port by the World Bank, a severe 
pandemic (H1N1, H stands for 
Haemagglutinin and N for Neuramini- 
dase) like the Spanish flu outbreak in 


41918 that killed millions of people 


would cause around a 5% drop in global 
economic activity, costing the world 
about $3.1 tn. That the World Health 


| Chartered Financial Analvst | 


Organization (WHO) has raised the flu 
alarm to phase 6 on a six-point scale 
indicates that the latest flu is the first 
21* century flu pandemic. According to 
the WHO, “The virus can be contagious 
among humans in close contact and the 
outbreak has ‘pandemic potential’, 
meaning there is risk of a spread across 
regions or continents.” It counseled gov- 
ernments of many nations to prepare 
for a long-drawn-out battle against the 
persistent flu virus. 

The virus appears to be spreading 
fast with the number of cases growing in 
many nations and has started affecting 
the global economy which is in no condi- 
tion to handle the fear factor. Consum- 
ers, investors, airline, tourism and 
travel are feeling the pinch of the epi- 
demic. Investors, who just began to re- 
gain their confidence in the wake of the 
global financial crisis, have again 


caught heebie-jeebies. While travelers 
are canceling their trips to Mexico 
(Cuba was the first to ban all flights to 
Mexico), where the outbreak originated 
in mid-March, the country could lose at 
least $2 bn in business in the coming 
months, as indicated by reports. China, 
Russia and South Korea banned im- 
ports of some North American pork, de- 
spite the assurances given by the WHO 
that the flu is not transmitted through 
eating or preparing pig meat. Many 
Asian countries, including Japan, have 
tightened border controls. The economic 
effects of the outbreak are already vis- 
ible, especially in airlines industry 
which has been hit hard in anticipation 
of the fact that people will fly less, 
whereas the drug companies’ stocks ral- 
lied on prospects that demand for anti- 
viral drugs may surge to deal with any 
pandemic. Switzerland-based Roche 
and British manufacturer GlaxoSmith 
Kline are responding to increased glo- 
bal demand. 


The age of pandemics 

The overall mortality rate for the swine 
flu outburst has been low, but medical 
experts warn that it could mutate into a 
more deadly disease and infect people 
across the globe. Scientists opine that 
the official numbers represent only a 
fraction of the many thousands of cases 
distributed around the world. Larry 
Brilliant, an epidemiologist and Chair- 
man of the National Biosurveillance 
Advisory Subcommittee and chief phi- 
lanthropy evangelist at Google, warns, 
“No one knows if the 2009 swine flu will 
behave like the 1918 Spanish flu that 
killed 50 million to 100 million world- 
wide, or like the 1957 Asian flu and 
1968 Hong Kong flu that killed far 
fewer. This 2009 flu may weaken and 
lose its virulence, or strengthen and 
gain virulence, we just do not know.” 
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Brihant’s predictions are based on the 
facts that the world economies remain 
underprepared for any major pandemic 
outbreak like emerging infectious dis- 
eases, bio-terror attack or laboratory 
accident. A survey on 30 EU nations 
found that only about half met WHO 
standards. In developing countries, the 
situation is much worse. 

The world economy is yet to have ad- 
equate biosurveillanee capabilities or 
early warning mechanism. Brilliant 
further adds, “The 2009 swine flu will 
not be the last and may not be the worst 
pandemic that we will face in the com- 
ing years. Indeed, we might be entering 
an Age of Pandemics.” Over the last 
couple of decades, the world has seen 
three dozen new infectious diseases, 
seme of which killed millions of peopk. 
Scientists say that there is a risk of new 
pandemics emerging as the world popu- 
lation grows, and they account for 60% 
of all infections and 75% of all emerging 
infections. 


Unlucky Mexico 


The Mexican economy was hit very 
hard as tourism and all but essential 
services came to a standstill, and the 
outbreak cost the economy around 
$2.2 bn. Mexico's swine flu crisis cem- 
ter experts warned that the virus re- 
maimed active throughout state, and 
concerns are mounting. Meanwhile, 
three major US carriers announced 
that they were slashing flights to 
Mexico. In the past, When America 
sneezed, it often depended on Mexico, 
a source of cheap labor and low-cost 
manufacturing. However, this time 
the situation got far worse due to the 
sneezing across the south of the bor- 
der. Therefore, the impact of the out- 
break is awful for Mexico’s economy 
due to sagging domestic demand. 
More importantly, the impact will be 
felt on its key tourism sector that 
brings about $13 bn in annual rev- 
enue. Rogelio Ramires, Mexican 
economist from consultancy firm 
Ecanal believes, “A crisis lasting sev- 
eral weeks, together with a prolonged 
US recession, could result in one in 
every eight Mexicans losing their 
jobs.” 
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Swine Flu: Implications for Financial Markets 

No one knows the probability of coming down with a dangerous virus on a visit to an infected area. So. 
itis rational for people to cancel discretionary travel to such places when an outbreak is reported. Even 
business travelers will react with heightened caution, particularly in this day and age, when the main 
alternatives to face-to-face meeting—web-based meetings, as well as voice and video conference 
Calls—are readily available at lower cost. Therefore, precautionary cancellations are to be expected. 
What's more, governments themselves weigh in with warnings. For instance, the US government has 
Cautioned citizens to limit trips to Mexico, while the Europeans have issued warnings on optional travel 
to all of North America. 

One of the reasons that the SARS outbreak in 2003 had such a minor impact on the vast majority 
of countries in which some individual cases of infection were identified is that it was quickly determined 
that SARS originated in China and neighboring countries and potential travelers were alerted. Had the 
Chinese government acted with greater alacrity in publicizing the presence of anew and more perilous 
virus as soon as the first cases were known to officials in November 2002, the epidemic may have been 
contained earlier. But it was contained as a result of firm actions by the local authorities of the affected 
areas (mandatory school and plant closings, postponed sports and entertainment events, and internal 
travel restrictions). A steep drop in tourism and overall travel naturally ensued. A recent World Bank, 
study by Milan Brahmbhatt and Arindam Dutta reports statistics compiled by Chinese economists 
indicating that in the spring of 2003, businesses suffered a year-over-year loss of revenue from tourist 
attractions, exhibitions, and luxury hotels of around 80%, while travel agencies, airlines, railways, 
restaurants, retailers and taxis reported declines in revenue of 10-50%. Hong Kong businesses expe- 
rienced similar or even greater losses. 

In emerging market countries, such as China or Mexico, agricultural areas are susceptible to the 
spread of disease from animals to humans and vice versa. Even regular yearly influenza strains have 
their origin in farms. That is clearly the case with swine flu that developed in rural Mexico. But once the 
flu virus spreads, several cities and regions are particularly vulnerable to the economic costs of a major 
outbreak. They tend to be densely populated, concentrated in service industries where businesses 
have a global clientele, and thus are highly dependent on reliable air transport. If they are also a major 
tourist destination, the vulnerabilities are compounded. That was proved conclusively during the SARS 
epidemic, where Hong Kong and Singapore were severely harmed economically, and even in Toronto, 
where the relative costs were not large, but only because of swift action by the authorities in helping to 
bring the outbreak under control. 

Along with major cities in California and Texas, especially San Diego, Los Angeles, and El Paso, 
swine flu does endanger the New York City area too, not only in human terms, but also in economic 
and financial terms. Schools have been closed where the outbreak has already been significant. If the 
virus starts to infect large numbers of people throughout the city, businesses will have to close or shift 
work to affiliates elsewhere. Tourism will of course shrink, impacting hotels, restaurants, theaters, 
Broadway shows, museums, andother attractions. Retailing will clearly suffer. The resulting loss of tax 
revenue will strain New York City’s already strained fiscal position. The threat of enlarged financing 
needs will lead to a selloff in the municipal bond market and higher interest costs. 

It is exceedingly unlikely that the swine flu epidemic will become widespread enough to have a 
substantial macroeconomic impact on the US economy as a whole. The vast US geography will tend 
to limit the outbreak to a few exposed large cities. But it certainly will make it more difficult for the US to 
pull out of recession with a robust recovery. 


- Roger Kubarych 
Chief US Economist, Economics and Commodity Research, 
UniCredit Markets & Investment Banking, New York, US 


Worse than 9/11 


Amidst global recession, increasing 


worse than the aftermath of the Sep- 
tember 11, 2001 attacks in the United 


crude oil prices and swine flu epidemic, 
global airlines are expected to lose $9 
bn in 2009. International Air Transport 
Association (IATA), an industry body, 
has called it the the worst slump the 
industry has faced. It says, “The crisis is 


States.” Despite lower fuel charges in 
the recent past, the industry is suffering 
from a drop of 8% in passenger demand 
and 17% in cargo demand in 2009, as 
the global economy is afflicted by the 
worst recession. In 2008, the airline in- 
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dustry witnessed $10.4 bn of losses and 
lis now set to lose around $20 bn over 
\two years. Most carriers are expected 
to report losses in 2009, with Asia-Pa- 
cific airlines accounting for more than 
a third of the global losses at $3.3 bn. 
Phil Baggaley, an airline credit ana- 
lyst at Standard & Poor’s, says, “The 
worst-case scenario for airlines would 
be a repeat of the 2003 SARS outbreak 
in Asia, which caused airline bookings 
to the region to take a steep dive.” 


A bonanza for drug industry 

The latest epidemic, however, has 
made it a golden harvest time for hard- 
pressed drug makers by offering them a 
chance to deliver billions of doses of 
vaccine across the planet. Top flu vac- 
cine makers like Sanofi-Aventis, 
GlaxoSmithKline and Novartis are 
gearing up to book extra sales, al- 
though constraints on both capacity 
and pricing will cap the financial up- 
side. These drug makers are in a com- 
fortable position to meet challenges, 
compared to five years ago when a 
single factory closure in England left 
the world to struggle without seasonal 


flu shots. However, Gbola Amusa, ana- 
lyst at UBS Pharmaceuticals says, “It 
is not really about earnings accretion 
in 2009, it’s about political goodwill 
with governments across the world for 
addressing one of the most acute pub- 
lic health concerns in recent history. 
This political goodwill is exceptionally 
valuable for these pharmaceutical 
companies.” 


penses on preventive measures will 
further weigh on the ballooning fiscal 
deficit. Moody’s says, “Swine flu has 
put up a hurdle on India’s path to eco- 
nomic recovery. Slacking sectors like 
tourism and trade which already be- 
gan signs of fatigue may experience a 
further blow. The flu scare is likely to 
weigh on wider economic activity, such 
as household consumption and busi- 


The latest epidemic, however, has made it 
a golden harvest time for hard-pressed drug 


makers. 


Is India at risk? 

In high density nations like China and 
India, it is difficult to control a swine 
flu outbreak. India being a tourist des- 
tination, international travelers may 
carry the infection even before symp- 
toms develop. The eruption is a major 
burden on the cash-strapped govern- 
ment. Currently, India’s public debt is 
equivalent to 80% of the GDP and ex- 


ness investment.” The rating agency 
further adds, “General decline in confi- 
dence worldwide owing to swine flu will 
not only be a drag on stock prices in 
India, but will also exert downward 
pressure on the rupee.” m 


— N Janardhan Rao 
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(Rs. in Crore) 


Three months ended Yeartodate A 
/31-March-09 | 31-March-08 /31-March-08 | 31-March-08 


Rs.7564 Crore 


32 % 


Up 














1. Net sales / Income from operations 1,936.06 1,894.51 7,564.03 5,711.31 
2. Expenditure 
a) Increase (-)/decrease/+) in stock intrade -46.28 -25.91 -127.39 -30.17 
Turnover b) Consumption of Stores & spares 77.54 61.74 213.52 175.33 
c) Employees cost 143.12 182.50 421.10 355.62 
d) Selling Exps incl. freight out 265.04 174.92 854.18 518.56 
e) Depreciation & DRE 24.32 15.39 77.02 63.46 
f) Other Expenditure 135.78 102.56 361.41 351.57 
Rs.6648 Crore TOTAL 599.52 511.20 1,799.84 1,434.37 
0 3. Profit from operations before interest & 1,336.54 1,383.31 5,764.19 4,276.94 
34 Jf 0 exceptional items (1-2) : 
4. Other income 225.69 174.74 884.04 670.53 
U p 5. Profit before interest & exceptional items (3+4) : 1,562.23 1,558.05 6,648.23 4,947.47 
6. Interest - - - 
7. Profit after interest but before exceptional items (5-6) 1,562.23 1,558.05 6,648.23 4,947.47 
8. Exceptional items - - < - 
PBT 9. Profit before Tax (7+8) 1,562.23 1,558.05 6,648.23 4,947.47 
10. Tax expense 541.04 541.08 2,275.85 1,696.49 
11. Net Profit from ordinary activities after tax (9-10) 1,021.19 1,016.97 4,372.38 3,250.98 
12. Extraordinary items (net of tax expense) - - - - 
13. . Profit for the period (11-12) 1,021.19 1,016.97 4,372.38 3,250.98 
14. Paid - up Equity Share Capital : 396.47 132.16 396.47 132.16 
Rese Crore Face value per share Re 1/- Rs 10/- Re 1/- Rs 10/- 
3 4 of 15. Reserves excluding revaluation reserves - - 11,240.44 8,157.49 
0 16. EPS for the period (Rs.) - Basic and 2.58 7.69 11.03 24.60 
U diluted before and after extraordinary items 
p EPS - post split & bonus issue 2.58 2.56 11.03 8.20 
( Not Annualized ) ( Annualized ) 
17. Public share holding 
- Number of Shares 6405462 2135154 
PAT - Percentage of shareholding 1.62 1.62 
18. Promoters & promoter group shareholding 
a) Pledged/ Encumbered 
- Number of Shares - - - - 
- Percentage of shares (as a % of the total share - . - - 
Rs.676 Crore holding of promoter and promoter group) 
2 P, 1 0 J - Percentage of shares (as a % of the total share - - - - 
0 capital of the company) 
b) Non Encumbered 
- Number of Shares - - - - 





Total Dividend 


- Percentage of shares (as a% of the total share 
holding of promoter and promoter group) 

- Percentage of shares (as a% of the total share 
capital of the company) 


4. TheHon'ble Supreme Court has revoked the suspension of the activities of Panna Diamond Project, subject to complying with certain conditions. Tt 
unit is yet to commence production. There is no change in the status of UPFO plant, which is under 'care & maintenance’. 

2. \thas been decided to lease / sell the plant and machinery of Lalapur Silica Project, Lalapur and action has been initiated accordingly. 

3. The Company has received 3 complaints from investors andall of them were disposed off: therefore, complaints lying unresolved at the quarter ende 
31 - MAR - 2009 be treated as "NIL". 

4. Theaboveresults have beenreviewed by the Audit Committee at its meeting held on 28 - MAY - 2009 at Bangalore and approved by the Board of 
Directors at its meeting held on 29 - MAY - 2009 at New Delhi. 

5. The Board of Directors has recommended a final dividend of Re 1.18 per share of Re 1/-, in addition to the interim dividend of Rs1.03 (paid in Feb ' 20! 
per share of Re 1/- forthe year 2008-09. 

6. Theabove financial results are subject to audit under Sec 619(4) of the Companies Act, 1956 by the Comptroller and Auditor General of India. 


Segment-wise Revenue, Results and Capital Employed 
Under Clause 41 of the Listing Agreement 


Three months ended 


(Rs. in Crore) 


Year to date 


31-March-08 





1. 
(net sale / income from each segment) 


a) iron Ore 1,932.91 1,893.56 7,559.11 5,705.32 
b) Other Minerals & Services 3.15 0.74 4.92 5.99 
TOTAL 1,936.06 1,894.30 7,564.03 5,711.31 
Less : Inter segment revenue - > - - 
Net sales / income from operations 1,936.06 1,894.30 7,564.03 5,711.31 
2. Segment Results 

(Profit (+) / loss (-) before tax & interest 

from each segment) 
a) Iron Ore 1,333.30 1,493.11 5,941.27 4,490.09 
b) Other Minerals & Services -10.29 -8.72 -22.13 -24.36 
TOTAL 1,323.01 1,484.39 5,919.14 4,465.73 
Less : Interest > - > - 
Add : Other un-allocable income net off 239.22 73.66 729.09 481.74 

un-allocable expenditure 

Total Profit before Tax 1,562.23 1,558.05 6,648.23 4,947.47 
3. | 

(Segment assets - Segment Liabilities) 
a) Iron Ore 1,766.58 935.10 
b) Other Minerals and Services 58.52 -7.12 
c) Other reconciliation items 9,527.80 7,148.02 
TOTAL 11,352.90 8,076.00 


For and on behalf of 


NMDC Limited 

Place : New Delhi 
Sd/- 
Date : 29-May-2009. (Rana Som) 


Chairman-cum-Managing Director 


NMDC Limited 


(A Government of India Enterprise) 
Regd. Office: “Khanij Bhavan”, 10-3-311/A, 


Castle Hills, Masab Tank, Hyderabad - 500 173. 












www.nmdc.co.in 
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GM Bankruptcy 


A New Lease on Life 
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The bankruptcy process being imposed on GM may end up as a true 
blessing and ensure the rebirth of a historic company. 


— Art Wheaton 


industry Education Specialist, Cornell University ILR School 


eneral Motors’ 100“ anniver- 
ary could see either the re- 
birth or death of the automaker. 
It is not clear whether GM will be able to 
survive, but bankruptcy could give it a 
new lease on life. For now, GM is going 
through a very painful and public trans- 
formation. GM and Chrysler have re- 
peatedly faced difficult times over the 
last 30 years. The pain and suffering 
nave resulted in layoffs, plant closings, 
restructuring, spin-offs, mergers and ac- 
quisitions. Automotive industry restruc- 
turing has been a recurring problem for 
GM and all of Detroit. What makes this 
restructuring different from the others is 
the necessity to file for bankruptcy. 
Chrysler was ferced into bankruptcy and 
a partnership with Fiat one month prior 
to GM. It is believed that Chrysler was 
forced into bankruptcy first to allow GM 
to learn from their experience. 
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The fall of GM has been a long, slow, 
and painful decline in market share. 
Bankruptcy was something former GM 
CEO Rick Wagoner never wanted to con- 
sider. Wagoner believed that consumers 
would not purchase vehicles from a 
bankrupt automaker. The global reces- 
sion has caused turmoil in the financial, 
banking, manufacturing and housing 
sectors. The US government has taken a 
very active role in forcing GM to restruc- 
ture. The government appointed auto- 
motive panel forced the resignation of 
Rick Wagoner and promoted Fritz 
Henderson so that bankruptcy would be 
considered. The decision to force GM 
into bankruptcy was not taken lightly. 


Addressing threats 

In normal times, customers and consum- 
ers tend to view bankruptcy as a failure. 
These are not normal times. President 


Obama has made some unusual and po- 
tentially life changing guarantees to help 
support GM and Chrysler. Three key 
items that make bankruptcy dangerous 
and scary for a unionized auto company 
are: fear of auto warranties, financing to 
get out of bankruptcy, and union contrac- 
tual benefits/collective bargaining agree- 
ments being thrown out. y 

The threat of not being able to honor 
warranties from GM was alleviated by 
President Obama in the early press con- 
ferences. President Obama has pledged 
that the US government will honor all 
new car warranties for GM and Chrysler. 
President Obama went as far as to say 
that the warranties under the govern- 
ment protection are stronger than GM’s 
current warranty programs. This guaran- 
tee takes away one of Rick Wagoner’s of- 
ten repeated threats of a GM bankruptcy. 

The second threat of debtor-in-pos- 
session financing to get out of bank- 
ruptcy is also being addressed by the 
Federal government. By pledging up to 
$30 bn additional funds to finance GM 
through the bankruptcy process, Presi- 
dent Obama has cleared a major ob- 
stacle that has prevented Delphi (for- 
merly part of GM) from emerging from 
bankruptcy for almost four years. By 
giving GM adequate financing to make 
major and difficult restructuring 
changes, they have gone a long way in 
providing stability. 

The third threat of eliminating em- 
ployee/union benefits is a frequently and 
hotly debated subject. The legacy costs 
and burden of GM’s retiree obligations 
are massive. President Obama clearly 
supports the employees and retirees. 
Throwing out the collective bargaining 
agreement, dropping pensions and 
eliminating healthcare were not part of 
the President’s plan. Finding a creative 
way to avoid throwing out the contract 
and benefits during bankruptcy proceed- 
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ings was critical to getting labor support 
and could have political implications in 
future elections. President Obama and 
his auto panel recognized that eliminat- 
ing the pensions and retiree healthcare 
could threaten the solvency of the Federal 
Pension Benefit Guarantee Board. Nego- 
tiating a provision to give the Voluntary 
Employee Benefit Associations a stake in 
the new GM in exchange for retiree obliga- 
tions was not warmly received by bond- 
holders. By allowing a soft landing for 
employees and retirees, President 
Obama managed to keep the unions en- 
gaged and deeply involved in rebuilding 
the shareholder value of the new GM. 

In a few short months of negotiations, 
the US government had taken control of 
two automotive companies and set the 
stage for either a great comeback story or 
a political catastrophe. The history of 
GM has been filled with management 
mistakes and unmitigated ego. The up- 
per levels of management at GM have 
consistently overestimated their ability 
to manage the breadth and depth of the 
largest auto company in the world (GM 
lost that title to Toyota in 2008). GM now 
has the opportunity to remake itself as a 
stronger smaller company. 

The long list of brands or name- 
plates GM managed or had a financial 
stake in is truly staggering. The likeli- 
hood of any company managing that 
many different car companies and 
brands is very low. During the past 10 
years, GM has had some vested interest 
in the following companies/brands: 
Chevrolet, Cadillac, Oldsmobile, 
Pontiac, Saturn, Hummer, Saab, GMC 
in the US market with 100% ownership. 
The list of partial ownership and foreign 
nameplates gets even longer: Holden, 
Vauxhall, Opel, Daewoo, SAIC, Wuling, 
Suzuki, Isuzu, Fuji Heavy Industries and 
Fiat. There are also joint venture 
projects with Toyota and others. There is 
no question that the management had 
more than enough projects to work on. 
There was never a strong chance that GM 
could manage all of these projects and 
companies with ever declining resources. 


' Blessing in disguise 


The bankruptcy process being imposed on 
GM may end up as a true blessing and 
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ensure the rebirth of a historic company. 
The Obama auto task force has forced GM 
to cut its losses in the number of brands, 
dealerships, suppliers, and other entities 
dragging down their management time 
and financial resources. GM did not have 
a great deal of success in reducing its 
brands on its own. The winding down of its 
oldest brand, Oldsmobile, caused serious 
headaches for its image and cost over $1 
bn. Severing ties after a failed Fiat mar- 
riage resulted in over $2 bn in divorce 
agreement, often referred to as the 
‘Fiatsco’. 

GM is not alone in having difficul- 
ties with mergers, acquisitions, parts 
supplier spin-offs and joint ventures. 
Chrysler had poor experiences with 
Mitsubishi and Daimler. Ford faced 
similar problems with Jaguar, Aston 
Martin, Volvo, Think, Land Rover and 
Visteon. The bankruptcy process and, 
more importantly, the think tank and 
political access involved with the auto- 
motive task force, have forced GM to 
think more strategically. The tough de- 
cisions that were avoided by Rick Wag- 
oner are now being made by the task 
force with the blessings of Fritz 
Henderson. The cost of failure is too 
great a risk for such a young Presiden- 
tial administration. 

What the task force contributes is 
not automotive expertise, but manage- 
ment and restructuring experience and 
political clout. The close ties to the trea- 
sury and the government make financing 
the reconstruction of GM in the national 
interest. Forcing GM to make the tough 
decisions and aligning the strategic goals 
with government policies should go a 
long way towards making GM a sustain- 
able entity. If GM can maintain its focus 
with its new Chairman and as a well- 
financed company with fewer brands, it 
could be a successful company for the 
next century. I am cautiously optimistic 
that the automotive panel and new 
board of directors will bring the much- 
needed reality and ego check for the GM 
corporate culture. 

The bankruptcy process allowed GM 
to eliminate $172 bn in debt, shut thou- 
sands of redundant dealerships, reduce 
labor costs, and get off the Delphi anchor 
that has been weighing it down for years. 


It also gets GM to a more manageable 
and sustainable size with less complex- 
ity and more flexibility. The infusion of 
$50 bn in taxpayer funds will help GM 
build its new company on a strong foun- 
dation. The automotive task force will 
make sure that GM will reduce its foot- 
print in the world and try to keep their 
ego in check. Humility and focus will help 
GM regain its customer and consumer 
image. This new GM has the opportunity 
to wipe clean the poor public image and 
the past mistakes in quality and design 
in the 1970s and the 1980s. 

It will not be an easy journey for GM 
to restructure. It took them decades of de- 
cline to get into bankruptcy. It will take 
years for them to rebuild the bridges 
burned with consumers and steer the 
new GM on the road to success. The poor 
quality and lackluster designs in the 
1970s and the early 1980s caused seri- 
ous damage to GM in public relations. 
The union contracts with cost of living ad- 
justments and the annual improvement 
factor negotiated in 1950 left labor costs 
out of line with other manufacturing jobs 
in the US. Now, bankruptcy and the au- 
tomotive task force could ironically help 
GM put all those things behind. 


Road to recovery 

Edward Whitacre Jr., the new Chairman 
of the board, will have his hands full reviv- 
ing GM public image and managing its 
new corporate culture. The pace of change 
in the next three months will be faster 
than ever. GM will probably emerge from 
bankruptcy by October. The process with 
Chrysler and Fiat has allowed GM to 
learn and benefit from the bankruptcy 
process that has survived its first Su- 
preme Court challenge. The Chrysler 
bankruptcy and takeover by Fiat took less 
than two months. 

The complexity of GM will extend 
the process, but the political resolve 
and the economy will provide GM oppor- 
tunities to emerge in months instead of 
years. With the added political, finan- 
cial, and business acumen that the task 
force has brought to the table, GM has a 
brighter future than thought possible 
only a year ago.= 
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Reincarnated GM 


Green Motors? 


As GM has finally fallen, it is time for a diagnosis that leads to a clear 
strategy of what ought to be the focus, post-bankruptcy. 


- FOO Check-Teck 


Distinguished Professor of Finance, City University of New York, ASEAN Office, Singapore 





s I write this article, GM is 
making headlines around the 
world. Earlier in this same Ana- 


lyst magazine I had suggested “Small 
as the New Big” as GM strategy for self 
renewal. One century from now, busi- 
ness historians may well view Gen-eral 
Motors as iconic of the “Great Misman- 
agement: The American Way”. So, ex- 
actly what had gone wrong with Ameri- 
can GM? What can be done about it? Is 
there a clear light ahead for GM to pur- 
sue? These are what we seek to explore 
here. Why is it necessary for us to 
cualify the GM here as specifically the 
‘American GM” The other GMs—espe- 
cially the one across the Pacific Ocean, 
the Chinese GM—are even thriving. 
Buoyed by 75% increase in sales, the 
Chinese GM is planning to add yet an- 
other factory. 

Everybody knows American GM is 
undergoing bankruptcy proceedings but 
will be reconstituted by Obama’s govern- 
ment. Going by the 8 century The Ti- 
betan Book of the Dead by Guru 
Padmasambhava, American GM is now 
undergoing Bardo. Under the watchful 
eyes of a judge, GM is seeing clearer, the 
light of reality. The indication of what a 
remcarnated GM in the US will look like 
is already emerging: Brands, no more 
eight down by four: workforce, less by 
21,000 employees: downsizing, by a third; 
dealerships, reduced to 3,605 from 6,246. 

During the heydays of the 1970s, 
GM bankrolled a strong, American 
workforce of 600,000, larger than the 
active US army military personnel. Al- 
ready distinctive divisions are to be dis- 
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membered, put up for sale. For ex- 
ample, Hummer goes to Teng Zhong 
Heavy Industrial Machinery in 
Sichuan, China. Others will partake of 
Saturn, Saab and Pontaic. 


Deep-rooted despair 

What happens to'GM’s longtime Chair- 
man and CEO Alfred Sloan’s famous 
quote reflecting the presumably global 
vision of GM, “A car for every purse and 
purpose”? In case, you have forgotten, 
one of the great legacies of Alfred Sloan 
is the Sloan School of Management, at 
MIT, Boston. This raises the critical 
question. The etymologically Greek 
word ‘diagnosis’ means identifying the 
exact illness. Clearly, the root of illness 
cannot be any one or all of these: size of 
the workforce; product range; numbers 
of dealership! 

One deeply rooted illness of GM lies in 
not getting the right leadership and thus 
management. How many boards of pub- 
licly listed corporations across the world 
will allow a CEO to get away with plung- 
ing share prices? Yet GM CEO hung on 
despite a trend line of plunging of share 
price over an entire decade (see Figure). 
Yes, right till the share price of GM plum- 
meted to just 1% of its value in 2000. 

In other words, CEO Wagoner 
(June, 2000), a Harvard MBA pre- 
sided over the demise (see Figure from 
2000, arrowed in bold) of GM in the 
US. He left GM only on March 29, 
2009. In case it is forgotten, the 
founder of the house of GM, William 
Durant was himself ousted from man- 
agement for having overextended the 


finances. Is history then repeating it- 
self? As I ponder, it strikes me, the 
bankruptcy of GM is equally, highly 
symbolic. It symbolizes something 
much larger than what constitutes 
American corporate GM. Everybody 
knows just how big GM—until its cre- 
mation or burial—still is. GM led the 
world in automobile sales from 1931/ 
to 2007: three quarters of a century. 

Can you find a corporation or prod- 
uct symbolically more American than 
respectively GM or automobile? By its 
ceremonial death, GM is marking for 
the rest of the world perhaps a water- 
shed in American management. 
Maybe the typical MBA, Harvard 
case-led education is less than ideal as 
a way for mastering the art of manag- 
ing the faster-paced, technology-em- 
bedded corporations and in an environ- 
mentally conscious world. Now, for the 
key question: What should the overall 
strategy be for the new incarnation of 
GM to beat back the Japanese 
invaders? 


Lessons from history 
Here I suggest a reading up on the his- 
tory of strategy. How did Hannibal, of- 
ten hailed as the father of Western 
strategy, manage to lead his men to de- 
feat the Romans? And I should empha- 
size: on Roman soil. Simply put, the 
Roman army, in contrast to Hannibal's 
men, were tightly disciplined, better 
equipped and much better trained in 
fighting skills; but there was one major 
weakness: they were predictable. 
Exactly why the Vietnamese, de- 
spite their utter inferiority in technol- 
ogy, were able to cope and even defeat 
the Americans? Like the Romans, the 
operations of the American army in 
Vietnam were easily anticipated. 
Hannibal had learned all he could from 
the Romans, and precisely due to their 
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predictable responses, he was able to 
defeat them. Similarly, the Japanese 
had learned all they could on auto- 
manufacturing from the Americans. 
That is for the first half of the story. 

More interestingly, how was Scipio 
later able to lead the Roman army to 
defeat Hannibal and in his African 
homeland? By his imitation of the art of 
war by Hannibal. In other words, Scipio 
saw in Hannibal, his teacher. For the re- 
incarnated GM to compete successfully 
against foreign competition, the Ameri- 
cans should imitate not just the Japa- 
nese but specifically what the Toyotas do 
best in the US automobile industry. 

Perhaps, the new management of 
/Xeincarnated GM ought to thoroughly 
undergo via self-learning processes a 
Toyota-styled MBA. Go to Amazon.com 
and you find a baffling number of books 
extolling the Toyota way. The key lies in 
translating concepts into actual prac- 
tices. Is that not an overriding target to 
be achieved? 


‘Greener Motoring’ Philosophy 
Next, the new GM staff, reinforced by 
the ‘Toyota Way’, should ask them- 
selves: What the next, upcoming gen- 
eration of automobiles is going to be 
like? The answer seems clear given 
Obamanomics and global consumers’ 
trend towards a ‘Greener Motoring’ phi- 
losophy. Let us get into some specifics: 
j| è Fuel flexibility for automobiles 
of the future: I am suggesting par- 
ticularly the ethanol flexible fuel 
car. Although ethanol as fuel has yet 
to hit the road in the ASEAN region, 
I am myself trying to make it happen: 
www.neogenesisasean.webs.com. 
What is required is a new genera- 
tion of innovative, highly flexible en- 
gines, capable of running safely on 
multiple energy sources. Fossilized 
fuel with its carbon emission must 
be curtailed. The good news is that 
governments across the world are 
fast acting upon it. 
¢ Collaborate with the Chinese for 
global manufacturing: The Chi- 
nese during the Han dynasty (206 
BC to 220 AD) had already achieved 
such a high level of sophistication in 
ironworking methods. The West 
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Reincarnated GM 


Anatomy of GM’s Plunge of the Decade 
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only managed to realize the same 
standard in the 18" century. With 
President Hu Jin Tao’s emphasis on 
becoming innovative, eventually 
Chinese innovations in manufactur- 
ing processes will eventually out- 
pace even Toyota. One of the three 
sponsors of the Innovate China 
2009 Grand Challenge is Shanxi 
Tangrong Motor Parts Manufactur- 
ing Group Ltd. 

¢ Robustness of Nano cars - Learn 
from TATA: Few people living out- 
side of India can truly appreciate the 
tough challenges of driving on the 
‘Mother’ continent. Having traveled 
the extent of the Indian continent 
myself, I can grasp why it matters 
whether an automobile is truly ro- 
bust. And, just how robust a model 
is, can be verified only through one’s 
actual driving experiences. Not just 
after days, but after years and many 
thousands of miles. 


As a rising phoenix 

Designing and building an automobile 
that wins the admiration of the 
Indian customer is the next challenge 





for new GM. And, yes there is more, pric- 
ing it to compete with the two or three- 
wheelers! TATA has more or less 
achieved that with Nano and is on the 
path to breaking into the US markets 
(Reuters, June 7, 2009). Now the ques- 
tion for GM incarnated is: Can you do it 
even better? 

For me, personally, the demise of 
the old GM is a very sad episode. Why? 
For, I have been using GM as a case- 
study of an early, highly successful glo- 
balizing corporation (Google videos: Art 
of war in organizing for globalization). 
Extrapolating into the future, two 
things may just well happen. One, the 
headquarters of GM is likely to be 
Shanghai-ed. Two, the very product of 
automobile may be taken over by a 
leading Chinese group. The manage- 
ment of the reborn GM must put in ex- 
traordinary efforts to outperform the 
industry. Otherwise, some analysts 
may begin to paint a dire future. 

Hopefully, GM becomes the mythi- 
cal bird Phoenix. One that is able to 
soar above the sky after having been 
burnt down to ashes.= 
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General Motors 


What Next? 





The key to understanding GM’s fate rests in the notion of psychological 
resistance. The big question is: Will the past be a prologue to GM's 


future? 


- Charles B Fleetham 
President, Projectinnovationsinc., USA 





lyst in March 2006, I stood alone 

among a group of six automotive 
experts and declared that GM would go 
bankrupt by the end of 2007. As a resi- 
dent of Michigan, the home of GM and 
the US auto industry, I am glad I was off 
by a year and five months. 

Clearly, US leaders needed the ex- 
tra time to prepare for the one state de- 
pression that is unfolding now. In 1978, 
GM employed more than 482,000 
Michigan residents. Today, it is less 
than 50,000. Yes, in the good old days, 
GM stood atop the Fortune 500. Today, 
the US and Canadian governments own 
70% of its stock, and American taxpay- 
ers will invest almost $50 bn in its res- 
cue plan. 

President Obama has declared, “I 
am absolutely confident, if well-man- 
aged, the new GM will emerge.” How- 
ever, nothing wounded goes uphill, and 
neither will GM, even though it has pur- 
porzedly ‘freed’ itself by declaring bank- 
ruptcy. Unfortunately, the company 
can't free itself from its history or the 
oncoming tragedy of its future. 


[: an article published in The Ana- 


A serial resister 

The key to understanding GM’s fate 
rests in the notion of psychological re- 
sistance. The term was first used by 
Sigmund Freud in one of his works in 
the 19 century. He saw resistance as 
the process that his patients used to 
defend themselves from remembering 
unpleasant memories or recognizing 
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uncomfortable truths—about them- 
selves or their world. GM has been a se- 
rial resister for the past 50 years. 

In the 1960s, GM resisted Ralph 
Nader’s accusation that its rear engine 
Corvair was unsafe. In Nader’s book, 
Unsafe at Any Speed, he asserted that 
the Corvair was prone to ‘tuck under’ in 
certain circumstances. GM not only re- 
fused to acknowledge the veracity of 
Nader’s claim but also conducted a ha- 
rassment campaign against him. It 
hired private detectives to shadow 
him, tapped his phone, and conducted 
a long investigation into his personal 
life (including his sexual habits). 
Nader eventually won an invasion of 
privacy suit against GM and used the 
money to launch his lobbying work. 

GM has resisted several oil crises, 
refusing to dedicate itself to building a 
small, fuel-efficient car that could com- 
pete with Japanese automakers. 
When the first oil crunch came in the 
1970s, it responded by fielding a fleet 
of ugly front-wheel-drive shoe boxes. 
Who can forget the Oldsmobile Omega 
and the Pontiac Phoenix, or that brand 
destroyer, the Cadillac Cimarron, a 
clone of the far less expensive Chevy 
Cavalier? 

In 1999, GM bought the Hummer 
line from AM General, while Toyota 
prepared for a 2000 launch of the 
Prius. Even in 2006, after Hurricane 
Katrina had turned Peak Oil into a 
household term, GM relaunched gas 
guzzling SUVs like the Chevy Subur- 


ban and the Cadillac Escalade. Deci- 
sions like this make one wonder if they 
had economists who could understand 
an oil price trend line. 

In the 1980s, GM launched its Sat- 
urn line (a recent bankruptcy victim) 
and a joint venture with Toyota in 
California. Unfortunately, its corpo-/ 
rate culture resisted the very expen- 
sive and hard-earned knowledge 
gained from these bold innovations: fe- 
male-friendly dealers build brand loy- 
alty (Saturn) and lean manufacturing 
reduces cost and improves quality 
(Toyota). 

Also in the 1980s, GM Chairman 
Roger Smith acquired EDS, and EDS 
founder Ross Perot joined the Board of 
Directors. Smith and Perot had a deep 
falling out over the company’s change- 
proof culture. Said Perot about GM, 
“When they’re in a crisis, the first thing 
they do is hire a consultant. Then, they 
have meetings to define the crisis. Af- 
terward, they appoint a committee to 
talk about the crisis.” 

One could go on and on about GM’s 
resistance, but no article about GM’s 
current and future demise is complete 
without a mention of its relationship 
with the United Auto Workers (UAW), 
the second biggest shareholder in the 
new GM. The UAW was born out of fire 
in 1937 when the UAW bested GM in a 
sit down strike in Flint. Over the de- 
cades, the two organizations have 
danced together like in-laws at a shot- 
gun wedding. 

The 1999 contract could have been 
called a mutual suicide pact. Despite 
warnings from analysts about escalat- 
ing healthcare and retirement benefit 
costs, GM gave away the house with in- 
creased wages, healthcare benefits, 
and lush perks like tuition reimburse- 
ment for UAW dependents (up to 


General Motors 





$1,500/year). But the corporation could 

‘not escape the math of its largesse and 
the UAW’s greed. By 2005, GM had 
lost its investment grade credit rating 
and its ability to make a profit. 

The fault for GM’s downfall lies 
with its leaders. A psychologist might 
look at GM’s post-World War II history 
and wonder if its leaders were sabotag- 
ing themselves, driven by some insidi- 
ous unconscious force. From Chairman 
James P Roche’s 1966 apology to 
Nader in front of the Senate to Rick 
Wagoner’s woeful beggary in his ap- 
pearance before Congress at the end of 
2008, GM’s leaders have failed to solve 
problems. Sometimes, they failed to 
_f/raticipate problems before it arrived 
(Japanese competition). At other 
times, they failed to solve problems 
that stared them in the face, like the 
2001 decision to roll out the Pontiac 
Aztec, a vehicle which became a sym- 
bol of GM’s inept product development. 


What does the future hold? 
The big question is: Will the past be a 


will probably double in the next 30 
years. It is an industry maxim that 
older people buy fewer cars. The US 
economic collapse is also shifting the 
demographic math against GM. The 
destruction of $10 tn in household 
wealth in the US and the transforma- 
tion of 401Ks into 201Ks will make it 
difficult for GM to retain its aging cus- 
tomer base—let alone increase it. 

In 2007, the average new vehicle 
purchaser was 43. In 2008, this figure 
rose to 48. Obviously, people are choos- 
ing a mortgage payment over a car pay- 
ment. Worse yet, two of the GM’s four 
brands, Buick and Cadillac are locked 
into a dying generation. In 2008, the 
average Buick buyer was 68 years old, 
while the average Cadillac buyer was 
56 years old. 

Much has been written about how 
bankruptcy will damage GM’s brand 
image, not to mention the loss of GM 
customers through shedding the 
Pontiac and Saturn brands. But little 
has been written about the decline of 
one of GM’s most important customer 


Despite the billions spent on marketing and 
vehicle discounts, GM has not been successful in 
attracting enough foreign car buyers to replace 


its dying internal base. 


' prologue to GM’s future? A big clue has 
already surfaced. In June, shortly after 
declaring bankruptcy, its financial ad- 
visor (Evercore Partners) predicted a 
rosy future in court filings. According to 
Evercore, a lean, debt-free GM will 
make a $3 bn profit before taxes in 
2011. This figure will rise to $7.8 bn in 
2014. These profit forecasts are based 
on the US total vehicle sales increas- 
ing from 10 million this year to 16 mil- 
lion by 2012. This rising tide will allow 
GM to expand its sales from 3.8 mil- 
lion to 6 million by 2014! One hates to 
keep returning to the psychology, but 
these forecasts seem delusional at 
y best. 

Over the long term, you can’t resist 
demographics. The US population is 
aging. The number of people over 65 
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cohorts: GM employees, families, retir- 
ees and suppliers. In the past, this ‘in- 
ternal’ customer base had provided 
nearly 50% of GM’s US sales. As GM 
slashes employees, suppliers, and re- 
tiree benefits, this cohort will be less 
and less able to purchase GM prod- 
ucts. To date, despite the billions 
spent on marketing and vehicle dis- 
counts, GM has not been successful in 
attracting enough foreign car buyers to 
replace its dying internal base. Again, 
there is the resistance problem. People 
do not want to give up their Hondas 
and Toyotas for a GM product, and 
that will not change soon. 

Now that the US Treasury Depart- 
ment is calling the shots at GM, one 
wonders about the real game plan. Os- 
tensibly, they plan to make GM profit- 


able and make a return on their $50 bn 
investment. But, government officials 
can read the demographic charts, too. If 
the US auto industry continues to 
flounder, a likely outcome given the 
continuing decline in housing values 
and rising unemployment, Ford will go 
bankrupt too. Unless Ford can best the 
Toyota/Honda machine, Ford will be at 
a competitive disadvantage against a 
government-owned, debt-free GM. It is 
likely that the government has already 
spoken to Ford about easing the com- 
pany into bankruptcy. As the Obama 
regime has put its prestige on the line 
for a GM recovery, an uncontrolled 
Ford bankruptcy is a distraction it can- 
not afford. 


Taking a leaf from railroad sector 
There is a promising model for a long- 
term recovery. In the 1960s, the US 
railroad sector collapsed. Much like 
the US auto industry, the railroads 
were burdened with high labor costs, 
union conflicts, a declining customer 
base, deteriorating infrastructure, sti- 
fling regulations and excessive debt. In 
1970, Penn Central Railroad went 
bankrupt, an event which threatened 
to destroy the entire railroad sector. It 
was the largest bankruptcy in US his- 
tory, shocking the nation much as GM’s 
bankruptcy did. 

In 1973, Congress created Conrail 
to save the railroads. Through the 
1970s and 1980s, it poured billions of 
dollars into the company to keep it 
alive, while management right-sized 
it. In 1983, Conrail turned a profit, and 
in 1987, the government sold Conrail 
to the public in a stock offering. In 
1997, the Northern Suffolk and CSX 
railroads agreed to purchase Conrail’s 
stock, and today, the company lives on 
as switching and terminal railroad for 
its owners. Given the prospect of Peak 
Oil and escalating oil prices, Conrail 
might be one of the best investments 
the US government has made in the 
last 30 years. Hopefully, we will be 
able to say the same about General 
Motors someday.# 
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Savior of Sun 


Oracle’s Audacious Bid 





Would the world’s biggest business software maker's biggest bet go 
down in history as the best one as well? 





racle has got a penchant for 

surprising pundits when they 

expect none. The Redwood 
Shores, California-based company was 
at it again when on April 20 it an- 
nounced the acquisition of embattled 
Sun Microsystems in a deal worth $7.4 
bn. The move, no doubt, took the Wall 
Street by surprise, as Oracle was no- 
where on the radar, even though it was 
not hidden that McNealy’s yesteryear 
star (Sun was the darling of stock mar- 
ket during the heydays of technology 
boom during the late 1990s) was neck- 
deep in trouble and that IBM (and to 
some extent Cisco also) was expectedly 
the main suitor. This was based on the 
legie that only a hardware-hardware 
marriage was possible; Sun being a 
hardware manufacturer, no one would 
have expected a pure software maker 
like Oracle to take the plunge. But side- 
lining such concerns, Oracle pressed 


50 | July 2009 | 


ahead with a deal that, many say, 
would either make or mar its prospect. 


A ferocious acquirer 

Oracle’s appetite for deal-making, how- 
ever, is not unknown though. In the last 
few years, the company has acquired 
some prized catch like PeopleSoft 
(2005), i-flex (2005), Siebel (2006), and 
BEA (2008). The ferocity with which it 
pursues its prey too has all the stuff the 
technology industry folklores are made 
of. Who would forget its protracted 
battle with PeopleSoft which dragged for 
18 long months? Or its daredevilry in in- 
tegrating almost three mergers all at a 
time (PeopleSoft-JD Edwards-Siebel)? 
In fact, in less than five years, since its 
January 2005 acquisition of PeopleSoft, 
Oracle has gone on to gobble up more 
than 50 companies, with the Sun being 
its 52" acquisition, spending around a 
whopping $30 bn in the process. 


While Larry Ellison, Oracle’s flam- 
boyant CEO, has never hid his appetite 
for acquisitions, his decision to acquire 
Sun, which has gone through several 
costly restructurings post-the dotcom 
crash, however, took many by surprise. 
“I have no idea why a software com- 
pany would buy a hardware company,” 
remarked a baffled Steve Ballmer, 
CEO of Microsoft, an archrival of 
Oracle for long, in Cairo a couple of 
days after the Oracle-Sun deal was an- 
nounced. And while Big Blue, which 
earlier made an unsuccessful bid to 
grab Sun, did not issue any statement 
in public, the buzz was that it too was 
taken aback. In fact, many in the in- 
dustry had expected the takeover talk 
between IBM and Sun to resume any 
time soon after IBM withdrew its bid 
hastily in the early April, just two 
weeks before Oracle acquired Sun. A 
section of experts even expected Cisco 
to chip in post-breakdown of negotia- 
tion between IBM and Sun, while some 
said even HP would look to consolidate 
its position in the server market by 
bagging Sun in its product portfolio. 

But most analysts felt that the 
deal was not totally unexpected, given 
the fact that Sun, which was still 
smarting from the dotcom bust, has 
been facing an uphill task to resurrect 
its fortune amidst the worst ever fi- 
nancial crisis that gripped the world 
economy last year. “They've done so 
many things so closely over the years, 
in some ways (the deal) shouldn’t have 
been as much of a surprise as it 
seemed,” Gary Scholten, Senior VF 
and CFO, Principal Financial Group, 
was quoted as saying by 
BusinessWeek. Indeed, the two firms 
have been cooperating with each other 
for long: Oracle databases run more on 
Sun’s servers like Solaris than on ri- 
val servers. 
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INTERVIEW 


“Oracle needed a strong installed base to grow from. 
With Solaris they get that.” 


What do you think are the driving forces behind the Oracle-Sun deal? 

Access to Solaris as a base to grow Unbreakable Linux from. Unbreakable 
Linux had largely stalled in market and Oracle needed a strong installed base 
te grow from. With Solaris they get that. 

Do you think in times like this (recession), Oracle’s decision to buy Sun will bring synergies 
to the former? 

Yes, they become a platform company. 

Will the integration of Oracle and Sun be simple as they made it sound while finalizing the 
deal? 

Yes, they will likely sell off the hardware, keep very few employees and the technol- 


ogy. These are relatively easy mergers to do. 

What do you think will be the impact of this deal on the industry? Will it entice rivals like IBM 
and Cisco to enter inte similar deals? 

IBM used to do a lot of mergers, not so much these days, Palmisano is trying to 
keep things very simple. Cisco lives on mergers and will do some themselves. 
But Sun is a unique property; there aren't really others like Sun that would be 
affordable (HP, IBM are just too expensive). 


*Principal Analyst, Enderle Group 


Hardware with software — A 
perfect match! 

But that is not the only reason for the 
merger. The big picture is: growing inte- 
gration of hardware and software or, 
more appropriately, preconfigured 
hardware/software systems. While 
Oracle does not have much of an experi- 
ence in hardware, yet it tasted success 
with its Exadata database machines 


that run data warehousing applications 
much faster than Oracle software run- 
ning on conventional hardware. “The ac- 
quisition of Sun transforms the IT in- 
dustry, combining best-in-class enter- 
prise software and mission-critical 
computing systems,” said Ellison after 
acquiring Sun. “Oracle will be the only 
company that can engineer an inte- 
grated system—applications to disk— 
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where all the pieces fit and work to-, 
gether so customers do not have to do it 
themselves. Our customers benefit as 
their systems integration costs go down 
while system performance, reliability 
and security go up,” he added. 

Also, contrary to the widely-held 
perception of Sun being a hardware 
company, it is also a software com- 
pany. In fact, Sun has been known more 
for its Java software than the hard- 
ware it makes. The acquisition of Sun 
gives Oracle substantial long-term 
strategic customer advantages in the 
form of its two software gems: Java 
and Solaris. Java is one of the com- 
puter industry’s best-known brands 
and most widely deployed technolo/ 
gies, and it is the most important soft- 
ware Oracle has ever acquired, claims 
Oracle’s website. It further said that 
with the acquisition of Sun, Oracle can 
optimize the Oracle database for some 
of the unique, high-end features of 
Solaris (a leading operating system 
that runs the Oracle database). 
“Oracle and Sun have been industry 
pioneers and close partners for more 
than 20 years,” said Sun Chairman 
Scott McNealy. “This combination is a 
natural evolution of our relationship 
and will be an industry-defining 
event.” The acquisition also allows 
Oracle access to MySQL, an open 
source database management system 
widely used by small and medium en- 
terprises. Thus, successful integration 
of Oracle-Sun would transform Oracle 
into a ‘one-stop-shop’ for building hard- 
ware, software, storage provision anc 
service requirements for systems. 

Oracle’s successful bidding also sig 
nals the end of woes for Sun, which los! 
its domination of the server space as < 
result of falling sales of its high-pricec 
servers from big corporations, in the 
wake of the burst of technology bubble 
and now global economic slowdown a: 
well as growing competition from rival: 
like IBM, HP and Dell. Sun has also suf 
fered on account of the fact that recen 
technological advancements in data 
base management through ‘Cloud Com 
puting’ has made many servers a com 
modity rather than a necessity fo 
small and medium enterprises, thu: 
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2 PeopleSoft 10.3 
4 BEA Systems 8.5 
Compiled from various sources 
further denting the profits for Sun; that 
also explains why of late it has been 
gravitating towards software. For 
racle, it signifies a leap ahead in 
terms of capturing the OS market 
through its Solaris OS, and technolo- 
gies such as Java—a widely used pro- 
gramming language for business appli- 


cations and MySQL, an open-source da- 
tabase, widely used in the market. 


Merger mania 

As Oracle has been using Sun’s Solaris 
and high-end servers to run its data- 
base extensively since long, integrat- 
ing its products makes more sense. 
The deal will also propel Oracle onto 
the platform of next generation data 
center which is being scrupulously per- 
ceived by IBM, HP and Cisco for creat- 


, ing computing utilities at in-house 


level or creating ‘private clouds’. Thus, 
through the deal, Oracle gets a strong 
hold on Sun’s software and hardware 
capabilities, making it a completely 
integrated software and hardware con- 
glomerate. 

Further, for the business software 
giant, which under the stewardship of 
Ellison has moved away from research 
and development for revenue genera- 
tion to acquisitions, this is a final shot 
to complete its goal of becoming a global 
conglomerate for building systems. 
This was reflected when Charles 
Phillips, President, Oracle, said, “The 
strategists from the two companies 


§ have already been exploring the possi- 
| bilities. They may engineer ready-to-de- 


ploy servers preloaded with software for 
target industries,” in what he called ‘a 
complete industry in a box’. 


Oracle along with Sun’s operating 
system and hardware will get hold of 
Java, which it uses for its Fusion 
middleware products—to integrate 
different companies’ software products 
for improving the performance of 
websites. With Java in its portfolio, 
Oracle emerges as a complete ERP 
(Enterprise Resource Planning) pro- 
vider, thus further strengthening its 
hardware, software, services and stor- 
age businesses. Oracle is expecting a 
substantial source of revenue of $1 bn 
from Java through customer retention 
by providing a common platform for 
easy transition from old versions to 
new version applications. 

Java, which is also used for writing 
basic applications of many products 
which either Oracle developed or has re- 
cently acquired, earns a decent share in 
the form of royalties, as it is used in 800 
million PCs and runs on 2.1 billion mo- 
bile phones. With contracts for Java li- 
cense with handset vendors and Nokia 
coming for renewal by this year-end, 
Oracle can play its card well and make 
proper use of its effective and large 
sales force to make the most of the Java 
deals. As Java is the base language for 
various software stack that different 
companies use to develop applications, 
middleware and database, Oracle can 
either increase the licensing fee on Java 
or restrict the use of Java by its com- 
petitors. The company expects the ac- 
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quisition to yield $1.5 bn to its bottom 
line in the first year and $2 bn in the 
second year. 

Oracle can also use MySQL data- 
base, an open-source database manage- 
ment system, to keep in check 
Microsoft’s SQL Server database and 
influence 11 million customers who are 
active users of MySQL database, in- 
cluding Facebook and Google. In other 
words, by using MySQL, Oracle can eas- 
ily get access to Web 2.0 companies, 
which will help it in competing effec- 
tively with the SQL server of Microsoft. 

However, to tap the assets of Sun 
properly, Oracle needs to try its hand in 
hardware business. It even plans to sell 
customized packages of pre-installed 
software along with Sun hardware to 
industries such as retail, banking and 
telecom, using Java for its future rev- 
enue generation, as MySQL being an 
open-source software, is accessed by us- 
ers free of cost, making MySQL a stra- 
tegic tool and indeed making Java a 
strategic and revenue generating tool 
for Oracle. 

But it is to be seen whether Oracle 
will try its hands in hardware or will 
shun away $9 bn per annum storage 
and server business and reduce the 
workforce of Sun, which presently em- 
ploys 33,000 globally. But many say 
that hardware might reduce Oracle’s lu- 
crative margin (of a healthy 46%) from 
the software it sells. Brent Bracelin, 
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Oracle Promises Beautiful Sunset 


Sun Microsystems (1982-2009) perhaps never 
scaled the heights that its technology and inno- 
vations demanded. Despite being the driving 
force behind Java, and having its fifth employee 
(John Gage) credited with the phrase “the net- 
work is the computer” (which was a scarily ac- 
curate predictive statement when one looks at it 
from a historical perspective), for some reasen 
the company never managed to be perceived as 
one of the ‘big boys’. This could hardly be put 
down to the shy and retiring nature of its lang- 
standing CEO (co-founder Scott McNealy), who 
for company promotion could match Oracle's 
Lerry Ellison, statement for statement. Unfortu- 
nately, what Sun Microsystems failed to do over 
recent years is match technology innovation and 
bombast with the sort of financial results ex- 
pected of such a high-profile player, with the not- 
so-unexpected result that it has now been ac- 
quired by Oracle (subject to regulatory approval 
and all the usual disclaimers). 

The first question that always arises when an 
acquisition of this nature takes place is “How will 
it affect the end-user?” Given Oracle’s recent 
buying excursions, the portents are mainly favor- 
able. Clearly, as with the recent BEA Systems pur- 
chase, this is not a market-collapsing move by 
Oracie. There are any number of pieces of Sun 
that will fill gaps in the Oracle offerings, and the 
major impact will be that Oracle now plays in all 
the same markets (with perhaps some restric- 
tions in the services space) as do IBM and HP 
and in some cases could be seen as offering 
more than the latter. Oracle, with past acquisi- 
tions, has also demonstrated a willingness to 
maintain client infrastructure, and this should be 
no different with its latest move. 

Although the initial announcement provides 
little real detail to get our analyst teeth into, we 
would like to highlight a few key areas that we 
be'ieve will be important should this move gain 
widespread approval. Given that Sun was (see 
how quickly we can fall into the past tense) such 
a strong promoter of Open Source Software 


Analyst, Pacific Crest Securities, 
said,“Sun generates about $3 bn a year 
frem supporting its Solaris Unix oper- 
ating system. Most of that is tied to 
Sparc servers. And there’s not a lot of 
expense associated with Sparc, since 
Sun outsourced its design and manufac- 
turing.” This made Oracle come up with 
a strategy of framing its software in 
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(OSS), it will be vital for Oracle to create a clear and 
consistent message across all its OSS pieces. 
Currently, Oracle has some databases in this 
space (as one example) and it now probably has 
the most high-profile OSS database with MySQL. 
Oracle will need to have a much clearer message 
with MySQL than it had with Berkeley DB, and 
must clearly outline where it will fit into a complex 
offering. Optimizing the Oracle database family for 
Solaris will become far easier and perhaps we will 
see MySQL becoming a lighter version of 11g. 

Perhaps, one shouldn't read too much into 
the initial press release, but there is one choice of 
word that might just be unfortunate: “There are 
substantial long-term strategic customer advan- 
tages to Oracle owning two key Sun software 
assets: Java and Solaris.” 

When one considers OSS, the use of the 
word ‘owning’ is open to misinterpretation. We 
would hope, and hopefully expect, that this does 
not presage a move to making Java less open 
than it currently is. 

Inthe same press release, Larry Ellison made 
one of his famous promotional statements: 
“Oracle will be the only company that can engi- 
neer an integrated system—applications to 
disk—where all the pieces fit and work together 
so customers do not have to do it themselves.” 

Although this might be arguable (and we are 
reasonably certain that IBM would be happy to 
argue it), there is no doubt that, if Oracle puts the 
pieces together correctly, we could be moving 
towards a much more aggressively marketed 
Business Reference Solution and Business Refer- 
ence Architecture set that Sun always tended to 
keep in the background. Additionally, in the appli- 
ance market, we could also see more highly-scal- 
able solutions using Solaris rather than Linux as 
the 0/S. 

Although itis early days, itis doubtful that even 
Larry Ellison in his most expansive moments could 
over-emphasize how important and how market- 
defining this acquisition could actually be. 


Michael Thompson 
BPM Practice Director, Butler Group 


tandem with Sun’s hardware and de- 
liver ‘systems’ which offer specialized 
servers as per the industry needs and 
thereby eliminating assorted verticals 
in the process. 

Moreover, this move by Oracle is 
also perceived by industry experts as a 
restructuring process to meet the 
changing structural demands of com- 


puter industry. The industry began with, 
various verticals of technology, catering, 
to the specific needs of clients—Cisco 
took the lead role in networking, while 
HP and Sun dominated server busi- 
ness; IBM concentrated on services and 
SAP ruled business software, and 
Oracle dominated databases. But of 
late, the IT industry is experiencing 
changes in operations at vertical levels, 
with key players diversifying into vari- 
ous domains. HP, which was in server 
business, entered IT-enabled services 
vertical through the acquisition of EDS 
and also spread its presence into net- 
working. Cisco, which was present in net- 
working vertical, has entered server 
sales by forming alliance with small 
software and hardware companies. This 
shift of key players into various verticals 
is largely attributed to the changing de- 
mands of the customers who want a one- 
stop-shop for catering to their require- 
ments, ‘from application to disk’. 
Moreover, cloud computing has re- 
defined the computers from being mere 
storage devices to virtual data transfer 
centers, clearly transforming the way 
we use, perform and enable IT in our 
physical world. This trend is expected to 
accelerate acquisitions in the times to 
come within the computer industry. 


Ellison’s moment 

Though Oracle gets hold of Java, a tech- 
nology widely used by its competitors 
for developing various applications, it 
remains to be seen how effectively it 
will turn around Sun’s Server business 
fortunes, which, built on outdated Sparc 
chips, have tumbled with a record oper- 
ating loss of $1.8 bn in the six months 
ending December 2008. Also, while the 
deal signals the emergence of Oracle as 
the world’s largest open source com- 
pany, it is creating, however, a rift 
among the developing community who 
had widely used and upgraded its open- 
source software during Sun’s era. 

As Oracle gets busy with the inte- 
gration tasks, Ellison probably stands 
his best chance to prove a point or two to 
his old foe. Who? No prizes for guessing. 
Bill Gates.= 

— Amit Singh Sisodiya and Sudesh Gonela 
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Wockhardt 


In Search of a Lifeline 





A binge of back-to-back acquisitions, along with unbridled raising of 
FCCBs over the last couple of years, has put Wockhardt in a tight spot, 
and now the company is desperately searching for a lifeline. 





ockhardt, India’s sixth larg- 

est pharmaceutical firm has 

recently announced that it is 
encountering severe problems in ser- 
vicing its mounting debt. An indis- 
criminate acquisitions spree and an 
imprudent raising of funds through 
Foreign Currency Convertible Bonds 
(FCCBs) in the last couple of years 
have put the Mumbai-based pharma 
company in a fix. To stave off the cri- 
sis, the company has adopted a 
gamut of measures, including a ma- 
jor organizational shuffle, and it has 
also approached the Corporate Debt 
Restructuring (CDR) cell through its 
lead banker to restructure its bur- 
geoning debts and liabilities. This 
move is expected to help the com- 
pany get lower interest rates and a 
longer payment schedule to pay off 
its debt. 


In fact, Wockhardt has had some ar- 
duous quarters. The company has accu- 
mulated huge debt burden of around 
Rs 3,400 cr at a time when its market 
capitalization is around Rs 936 cr. Now 
it would have to repay Rs 2,370 cr in two 
years, with about Rs 1,324 cr coming up 
for repayment in the calendar year 
2009. Moreover, speculations are rife 
that the company has incurred huge 
mark-to-market losses, as the bets on 
forex derivatives went wrong. All these 
have put Wockhardt in a deep crisis and 
the outcome is that it would now require 
substantial infusion of equity by selling 
subsidiaries, assets, or even by induct- 
ing strategic partners in its different di- 
visions. According to market grapevine, 
French pharma major Sanofi Aventis 
has had preliminary talks with the pro- 
moters of Wockhardt for a possible 
buyout. The Wockhardt board had also 


approved the appointment of Murtaza 
H Khorakiwala, the younger son of 
Habil Khorakiwala, as MD, while 
Habil Khorakiwala would continue as 
executive chairman. Huzaifa 
Khorakiwala, the older son, has been 
appointed as whole-time director with 
immediate effect. Murtaza and 
Huzaifa were appointed as Executive 
Directors three years ago. Moreover, it 
is also anticipated that Wockhardt 
Hospital, a wholly-owned unlisted sub- 
sidiary, may be the first to be hived off. 
Other businesses such as Pinewood 
Laboratories and Negma Laboratories, 
some real estate assets and its animal 
healthcare businesses are also likely to 
be hived off. Even it has been reported 
that Fortis is close to acquiring 74% 
stake in Wockhardt Hospital for nearly 
Rs 750 cr. Wockhardt is also planning 
to hive off its biotechnology products di- 
vision into a separate company and 
rope in a global pharmaceutical major 
as a strategic investor. 

And immediately after the an- 
nouncement of its ordeals, Wockhardt 
share prices declined by 11.1%, despite 
the Sensex moving up. Rating agency 
Credit Rating Information Services of In- 
dia Limited (CRISIL) downgraded 
Wockhardt’s rating under rating watch 
with negative implications in the event of 
shortfalls and delays from the company’s 
side to repay its loans. CRISIL down- 
graded its rating on Pass Through Cer- 
tificates (PTCs) from P4 to P5. 


Deep-rooted malady 

Till the late 1990s, Wockhardt was a 
mid-sized pharmaceutical firm, with a 
strong focus on Research and Develop- 
ment (R&D). Since then, it has become 
more ambitious and grown rapidly 
through organic and inorganic expan- 
sion, a niche product portfolio and a po- 
tential value unlocking from its R&D. 
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Viewpoint 


Wockhardt had gone on excessive acquisition drive and had taken up debt including FCCBs. As a 
result of that, debt component has increased. So, it has to resort to some kind of strategies to 
overcome the debtobligations. As a part of its efforts to meet the debt obligations, it has been talking 
to CDR cells. It is also planning to hive off its biotech division, not because there is anything wrong 
withthe product portfolio. This is again one of the options that the company is looking at to service/ 


honor its debt commitment. 


When it comes to debt position, as a whole. the industry is well-placed. The industry is not 
highly leveraged and the cash flows are good. The industry has invested a lot of money over the last 
couple of years, which is likely to give fruits. Free cash flow in the industry is pretty robust—so, in 
that sense, leveraging is net an issue for the industry as a whole. Nevertheless, in Wockhardt’s case, 
the ‘uture depends largely on how they are able to get through the crisis—how they are able to 


reduce the leveraging. 


Whatsoever, all these acquisitions have 
strengthened Wockhardt’s position in 
the high-potential markets of Europe 
and have expanded the global reach of 
the organization. 

In its aggressive expansion drive in 
the past two years, it had acquired Ire- 
land-based Pinewood Laboratories for 
$150 mn, Negma Laboratories of 
France for $265 mn and Morton Greve 
Pharmaceuticals of US for another $38 
mn. Its leveraged financing to fund 
these acquisitions had put the company 
in a tight spot. The company’s fortunes 
suffered more when its plan for Initial 
Public Offering (IPO) of Wockhardt Hos- 
pital went in vain due to adverse mar- 
kat conditions in early 2008. The 
aborted IPO plan prompted the promot- 
ers, the Khorakiwala family, to raise 
around Rs 350 cr to finance the expan- 
sion of Wockhardt Hospitals by pledg- 
ing 40% stake in Wockhardt Limited 
with financial institutions Infrastruc- 
ture Leasing and Financial Services 
(IL&FS) and HDFC. 

In addition to this, Wockhardt has 
been badly hit by its mindless raising of 
FCCBs to the tune of Rs 547 cr based on 
market speculation that investors 
would inevitably convert them into 
shares which could be a good revenue 
churner for the company. Wockhardt 
raised FCCBs at a convertible share 
price of more than Rs 400, which was not 
agreeable to investors, considering the 
volatile market conditions and the 
plunging share prices of Wockhardt to 
below Rs 100. The company’s forex plight 
of last four quarters further added to its 
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- Sarabjit Kour Nangra 
Vice-President of Research, Angel Breking, Mumbai 


net debt burden. According to analysts, 
the company is in such a tight situation 
that even if it wishes to sell off all its 
assets, it would be difficult to redeem 
their debts because even its acquired 
companies have not been doing well and 
prospective buyers have put a freeze on 
investments. The promoters of the com- 
pany have pledged around 40% of their 
total 74% stake in the company, but 
analysts predict that even this might not 
be enough to repay all its debts. 
According to a pharma analyst, par- 
ticularly three factors have led to 
Wockhardt’s woes. Wockhardt raised 
FCCBs, redemption of which will hap- 
pen in September 2009 at a 30% 
premium, which will aggravate 
Wockhardt’s financial position. Financ- 
ing its acquisitions happened through 
External Commercial Borrowings 
(ECBs). In addition to this, Wockhardt 
had purchased a lot of niche market in- 
struments to hedge itself against the 
dollar when it was moving down. Now 
the dollar is fluctuating and 
Wockhardt’s mark-to-market losses 
are hovering around Rs 300 cr. Further- 
more, the global recession and pressure 
on generic prices in developed markets 
have added salt to Wockhardt’s injury. 


Biotech blues 

Wockhardt’s core business has always 
been pharmaceuticals, particularly ge- 
nerics and the share of biotech business 
is minuscule. Currently, Wockhardt 
sells three biotech products in the Indian 
market—Biovac-B (hepatitis B vaccine), 
Wepox (anaemia) and Wosulin (insulin). 


But its insulin product, Wosulin, has not , 
been doing well in the market due to | 
quality issues, and now the liquidity cri- 
sis can aggravate the situation. More* 
over, there are other biotech products in 
the pipeline which include Glaritus, 
which came to market recently. Now, 
given that the company is financially ina 
tight spot, chances are that the success 
rate of these products can be very low 
because there will definitely be a major 
decline in its investments. As an expert 
rightly put it, “The fate of its biotech divi- 
sion depends on just six products. 
Wockhardt has gone into such deep debt 
that it has no other choice but to either 
divest its biotech division or look out for 
a possible sellout or a strategic partner 
US pharma-major Pfizer and Sanofi 
Aventis of France are reportedly doing 
due diligence to pick up stakes in 
Wockhardt’s biotechnology business. 
Both these companies have been eyeing 
the biotech market for a long time. Pfizer 
has already bought out Wyeth as a first 
step to enter the biotech arena. 


Lessons to be learnt 
The Wockhardt episode is a case in 
point for the pharma companies that 
are aspiring to follow the road of aggres- 
sive asset building. Now, the biotech 
companies need to judiciously consider 
the viabilities of their projects which 
are in the pipeline, with many of them 
already shelved or delayed. The govern- 
ment, both at the state and central 
level, can also play an important role; 
also, awareness among venture capital 
investment firms is needed. Experts are 
of the opinion that companies of the size 
of Wockhardt should be judicious as far 
as their investments are concerned. 
“Wockhardt went on an indiscriminate 
acquisition spree without being cau- 
tious. But biotech companies need to be 
very careful, especially when it comes to 
acquisitions, because many a time ac- 
quisition might not reap much benefits. 
It is high time that Indian companies 
learn to be judicious in their spending 
especially now in this period of global 
recession,” advises a renowned 
auditor.= 

- Y Bala Bharathi and Sanjoy De 
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It has been more than a decade since Google descended and started 
dominating online search in the same way as Microsoft has been 
lording over the operating system space. But as some old foes regroup 
and a slew of new challengers emerge, the BigG (as Google is also 
referred to) may be in for some serious competition. 





ver since Google descended on 

the online search scene in 1998, 

it has remained unconquered. 
Such has been the domination of Google 
over the web search that evem the 
mighty Microsoft has felt helpless in of- 
fering its nemesis any kind of challenge. 
In the meanwhile, many search engines 
have come and perished. The casualties 
include early movers like Magellan, 
Infoseek and Snap, incidentally, all of 
which got closed in the same year, 2001. 
However, a few lucky ones who have sur- 
vived—frem lesser-known Lycos, Ex- 
cite, HotBot, and AskJeeves to biggies 
like Microsoft’s MSN Search and 
Internet pioneer Yahoo!—have either 
gone through costly revamps or several 
reincarnations. Yet none has been able 
to pose any significant challenge to the 
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Mountain View, California-based 
search giant which derives its name 
from the word, ‘Googol,’ the mathemati- 
cal term for 1 followed by 100 zeros. In 
this backdrop, the unveiling of some 
new search engines comes as a major 
surprise. Among the most talked of all 
the new kids on the block is 
WolframAlpha (WA), a brain child of 
Dr. Stephen Wolfram, a Physics prodigy 
who created the much popular 
Mathematica software. Dr. Wolfram’s 
new creation which calls itself a compu- 
tational knowledge engine thus claims 
to be a breed apart. The SE answers a 
range of queries, from complex engi- 
neering problems to generating stock 
price charts, all with ease. This is un- 
like conventional search engines such 
as Google that only generate links to 


other websites rather than throwin 
answers on their own. “WolframAlph 
is like plugging into a vast electron: 
brain. It provides extremely impressiv 
and thorough answers to a wide range ¢ 
questions asked in many differen 
ways, and it computes answers, i 
doesn’t merely look them up in a big da 
tabase,” said Nova Spivak, Founder c 
Twine.com. Besides WA, another no 
table debutant is Bing (meaning ‘soun: 
of found’) from Microsoft; althoug! 
some call it a reincarnation of LIV] 
Search. The Redmond giant which fo 
long was looking to develop a nev 
search engine that could beat Google go 
a boost after it acquired Powerset, : 
natural language search startup, it 
July last year. Projected as a ‘decisior 
engine’, Bing offers features like ‘Bes’ 
Match’, which identifies the best an. 
swer, and ‘Instant Answers’, which pro 
vides information in the body of the 
search results page. “Unlike Google 
which generally returns links to mere 
websites, Bing crawls listings at review 
services like Yelp.com and CitySearch. 
It then summarizes the results and dis- 
plays a scorecard for each, rating things 
like service, drinks, food, wait time, 
lunch offerings, and so on, all laid out in 
a neat comparative table,” observes 
Ryan Singel in his post on Wired.com. 
“Unfortunately, the interface is confus- 
ing and you could easily miss this fea- 
ture if you didn’t know to look for it,” he 
adds. “We are introducing a new level of 
organization to search results, and our 
differentiator will be the best results 
for query,” Satya Nadella, Senior VP 
(R&D, online services division), 
Microsoft, said in an interview. 
Another contender to make its de- 
but, albeit a low profile one, this year is 
Yauba, a ‘Made-in-India’ search engine 
which claims to be the world’s first ‘Pri- 
vacy Safe,’ real-time search engine. De- 
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“WA is more like an expert system than a search engine, or at least it is trying to be; it fails in our 
opinion because that is too hard and the world has too much information and ambiguity in it.” 


How unique is computational search engine WolframAlpha from Google SE? 
Moran: WolframAlpha (WA) is very different in concept and 
execution, as it is more along the lines of a question answering 
system, while Google’s search engine is a traditional text re- 
trieval system that locates documents. WolframAlpha is not try- 
ing to locate documents for you to read—it’s trying to find the facts 
that help you satisfy your query. Google uses documents as its 
end-all, while WolframAlpha uses documents only to ingest into 
its database of facts. WolframAlpha is more like a librarian that 
, answers your question, while Google is a librarian that piles up a 
stack of books for you. Both are useful in different situations. 
A orthwick: The current beta WA is unique and quite differ- 
ent from Google, although superficially the objectives of the 
two products will overlap. WA clearly aims to organize the 
world’s information in sensible ways to make it easy to find 
answers to questions; Google SE simply indexes all the words 
in all the Web pages on the Internet, which is a very different 
approach. WA has tackled a different problem from Google’s. 

Google does not organize the information to the degree that 
WA does, it essentially just holds copies of Web pages and 
indexes them, WA extracts the information and organizes it 
(similar to Yahoo in that way); WA tries to answer a specific 
question with a precise answer; Google just delivers all the 
Web pages that contains the same literal words as the ques- 
tion and ranks them. 

WA is more like an expert system than a search engine, or 
at least it is trying to be; it fails in our opinion because that is 
too hard and the world has too much information and ambigu- 
ity in it. Wikipedia is almost certainly a more practical way of 
doing what WA is trying to do. What remains to be seen is if 
anyone cares about the problem they are trying to solve to the 
degree that users will flock there in their millions. 


Can WA be a Google-Killer, as many dub it, or will it go down fighting like 
Alta Vista in the distant past and Cuil most recently? 

Moran: WolframAlpha, in its current form, certainly will not 
kill Google, because only a small subset of search queries make 
sense as questions to be answered. Most existing search queries 
are answered just fine with document lists, even those that are 
answers to questions. For example, if searchers enter ‘Cisco’, 
they probably want the home page of cisco.com. 

Now it’s possible that someone entering ‘Cisco’ really wants 
to analyze the company’s stock, or to get background on them, or 
find employment there. For those less common intentions, 
question answering might be helpful if WolframAlpha can an- 
ticipate enough of the questions to provide good answers. 

Borthwick: Unless WA broadens its scope from the Beta, then 
I don’t think it will become pervasive, this is because of what we 
often refer to as the “one stop shop problem”: people always 
prefer to get answers from a single place. Currently, there are 


Mon Sone” Ane’ | 


categories of question that WA can’t answer and there are cat: 
egories of question that Google SE can’t answer. However, the 
crux is that Google SE can answer the majority of questions it 
the user is prepared to sift through the results, so that’s where 
the user will likely start. Also, Google’s brand and customer 
loyalty will make it the automatic starting point. 

Type of question that WA can’t answer: “nearest Chinese 
restaurant Winnersh triangle’—it makes a terrible hash of 
this, thinking you want to know about triangles or the Chinese 
language, etc. Google gets the answer first time. Type of ques- 
tion that Google SE can’t answer: if you want a set of handy 
facts about a city like New York then WA is better, i.e., just 
typing New York gives you population, map, climate and time 
statistics, Google SE on the other hand, overwhelms you with 
various seemingly random things to do with New York, tourist 
information, maps, commercial websites, government 
websites, etc. However, if I know specifically what I want (for 
example time zone) then typing “New York time zone” into 
Google gets the answer you expect. 

In summary, WA tries to answer your question, Google just 
shows you what other people have written and you have to fig- 
ure out the answer yourself. 


Can Google’s Squares compete with mathematica-based 
WolframAlpha? 

Moran: Yes, they both take different approaches to the same 
problem. WolframAlpha analyzes documents to create its own 
internal structured database of facts that it continually cross- 
checks and interrelates. Its search index is more like a rela- 
tional database than a traditional inverted search index that 
stores entire documents. Google Squares does more of its magic 
at search time—looking at documents and pulling pieces from 
each one to create a table that aggregates certain facts in a 
structure. Both can present much of the same information, but 
you would expect WolframAlpha to be more sure of its facts and 
for Google Squares to have more breadth of subject matter. I 
think there is plenty of room for both and probably room for 
many other approaches too. 

Borthwick: No, I don’t think so, mathematica has a large and 
loyal following and an established investment base: it also 
addresses a different problem, that of abstract (math-based) 
modeling which Google Squares does not. Google Squares is 
just a different presentation metaphor for Web content, i.e., 
tabular rather than list style. 


How does WolframAlpha intend to generate revenue? 

Moran: I don’t really know much about their business model. 
Borthwick: We haven't studied that equation—suggest you 
ask them! Most consumer focused engines undoubtedly follow 
the advertising model which Google has defined. That is to say, 
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if you provide a useful service for the consumer to connect di- 
rectly with the product or business service they are looking for, 
is there scope to charge the business for this service. That said 
it is chicken and egg, ie., if the consumer impression numbers 
are not 10 million plus why would an advertiser choose 
WolframAlpha over Geogle? 

Aay other view? 

Moran: We like to focus on what will kill Google, but the truth 
is that it is very unlikely that anything will kill Google any- 
time soon. Think about whether you believe Google has lived 
up to every expectation that we had for it when some dubbed 
the company a Mierosoft killer. It probably has. But then 
again, Microsoft is not only alive, it is still a very successful 
company. We are always looking for the next big thing, but big 
things don’t come along very often. Whatever the next big 
thing is that unseats Google as the most important tech com- 
pany probably won't come from search, but from something 
that gives people an alternative to search. I bet Google spends 
more time worryimg about how younger people ask their 
friends their opinions through text messages and Facebook in 
situations where older folks like me would do a search. Even 
thet kind of shift won't kill Google, it will just slice off a piece 
af Google’s pie for others. 

Borthwick: Artesian are applying new search and find science 
in a different way to overcome the deficiencies of the unstruc- 
tured data and the frustration and imprecise nature of keyword 
matching based search. Their service is designed particularly 


for business people who want to continually track developments 
in their customers and competitors in a much more focused way, | 
usually in a tightly defined range of data sources rather than the” 
whole Web. 

The cloud-based service uses a method of taxonomic-driven 
combinational matching to deliver a contextually rich result set 
which is tailored to each individual subscriber’s ontology. This 
allows the subscriber to intelligently combine their sales triggers 
with the business challenges of their intended audience; for ex- 
ample,as an energy supplier tracking what your top 10 customers 
in the northern region are doing about green energy initiatives. 

Oriented toward the B2B sector the service continually runs 
in *Surveillance Mode*, and when insight is discovered and 
matched, it is delivered to recipient either via push or pull meth- 
ods—usually embedded into an existing business application 
like a CRM system. News and insights are delivered with em- 
bedded collaboration options to ensure that competitive intelli-, 
gence can be applied to drive results or a deeper understanding 
based on collective knowledge. While the world debate rages 
and the WA, Cuil, Powerset, True Knowledge and others come 
and go, Artesian is looking at much more practical ways to make 
the web more useful for business people and in so doing mon- 
etize a service which is based on accelerating a business process 
rather than the content itself. 


*Chief Strategist, Converseon, Author -“Do It Wrong Quickly”, 
Co-author - Search Engine Marketing, Inc., www.mikemoran.com 


**Chief Technology Officer, Artesian Solutions, UK 


time web. Samepoint, another such 


velopers of Yauba boast that the search 
engine is based on over 25 years of cut- 
ting edge research from the Indian Insti- 
tutes of Technology, the University of 
Delhi, the Massachusetts Institute of 
Technology, Harvard University and 
the University of California at Berkeley 
and offers some of the most advanced 
Internet technologies, features, and in- 
novations in the world. According to 
them, there are three features which 
differentiate this Indian search engine 
from the rest. First, it is Truly Incognito, 
second, it is Truly Intelligent, and third, 
it is Truly Intuitive. For instance, being 
Truly Intelligent means the ability to 
think, process information, and respond 
lixe a human being. For example, re- 
gardless of the size of their index, most 
traditional search engines still cannot 
come close to replicating an ordinary 
human being’s ability to recognize com- 
mon sense concepts, it boasts. For in- 
stance, try searching for something like 
‘Bharti Airtel’ on other search engines, 
and the difference becomes palpable. 
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While Google, Yahoo! and Bing deliver 
links to the Bharti Airtel and other re- 
lated websites, Yauba delivers addi- 
tional results like Real-Time Search, 
Mainstream News, Social News, Blogs, 
Videos, etc. 

There have also been a slew of other 
debutants which call themselves social 
search engines. According to OneRiot, 
one of the new entrants that was 
launched in November 2008, the Web’s 
most interesting content is what our 
friends and other people are talking 
about, sharing and looking at right now. 
However, when people search for that 
content traditional search engines 
struggle to surface these fresh, socially- 
relevant results. That’s the hole—and 
it’s a big one—that OneRiot is filling, it 
claims. OneRiot crawls the links people 
share on Twitter, Digg and other social 
sharing services, then indexes the con- 
tent on those pages in seconds. The end 
result is a search experience that allows 
users to find the freshest, most socially- 
relevant content from across the real- 


start-up search engine that calls itself 
a conversational search engine which 
helps people discover many points of 
view across many sources. Similarly, 
WhosTalkin.com, which calls itself a 
social media search tool, allows users 
to search for conversations surrounding 
the topics that they care about most. 
Then there are video search engines 
like Blinkx, Truveo and Vodpod that 
allow users to search for video content. 

While it is literally raining search 
engines on the World Wide Web, 
amidst all this one is reminded of the 
fate of Cuil, a search engine launched 
by ex-employees of Google in July last 
year, with a lot of hype and massive in- 
vestment (worth $33 mn), but has come 
a cropper. The traffic on the search en- 
gine after peaking in the first month of 
launch has crashed to insignificant lev- 
els within just six months of its launch 
“The poor performance of the search en: 
gine is surprising considering the tear 
and investment behind it, but they 
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weren't really bringing anything new to 


‘an table and what innovations they 


ere attempting were poorly thought 
out and didn’t drive much benefit,” said 
a commentary posted on lexisclick.com. 
“Targeting a specific niche could have 
been a more profitable route into the 
market, rather than going head to head 
with Google,” it added. 
This raises an obvious question: Is 
Google invincible? 


Redefining search space 

Prima facie, it appears so. Though 
Microsoft and Yahoo! entered the 
search space long ago, the true power 


' and potential of search could not be un- 
AMyashed until Google entered the scene 


and revolutionized the same forever. 
Google also turned search into a lucra- 
tive business, thanks to its web page 
indexing services and its AdSense Pro- 
gram. Today, Google leads the pack of 
search engines with the lion’s share of 
82% market share of the online search, 
globally; it also has nearly two-thirds 
market share (63.7% as on March 31, 
2009) of the US search market, accord- 
ing to Comsearch. Having retained its 
dominance for so long, it is but natural 
that Google is targeted by both existing 
peers as well as newcomers. But they 
face a string of challenges. First and 
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foremost, most of the search engines 
have failed at an important task: index- 
ing relevant matches. Besides, the new 
players have also shown their inability 
to support huge traffic spikes. Then 
there is the challenge of how to differen- 
tiate from Google and other peers. 
Now, WolframAlpha aims to re- 
define search space by computing 
queries to deliver factual answers, be 
it a mathematical formula or com- 
plex engineering problem or even lo- 
cating International Space Station, 


Search kingdom 

Bing, a more refined offering over Live 
Search from Microsoft’s stable, offers a 
host of new features, such as 
CashBack which enables the users to 
claim discounts on purchases made 
from Bing, PricePredictor that fore- 
casts the price of airfares in the coming 
weeks, Hover, which gives more info 
about a web page, xRank, which lists 
most popular search queries, besides 
packing in other useful features such 
as Quick Tabs, Scorecard, etc. 


Most of the search engines have failed at an 
important task: indexing relevant matches. 


share prices, comparing stocks, etc. 
Steve Borthwick, CTO, Artesian So- 
lutions, opines, “Google doesn’t orga- 
nize the information to the degree 
that WolframAlpha does, it essen- 
tially just holds copies of web pages 
and indexes them.” For instance, it 
could even answer knowledge-ori- 
ented queries like, ‘How long does it 
take to get to Saturn, at the speed of 
light?’, giving a direct answer as 75 
minutes, a great use to budding sci- 
entists, engineers, who want to ex- 
plore and compute knowledge-based 
data. 

WA boasts of a centralized data- 
base consisting of ‘trillions of pieces 
of data’, which have been hand- 
curated, delivering unique, at the 
same time, accurate results on the 
same page. “WolframAlpha is really 
a long-term project. We're trying to 
take as much of the world’s knowl- 
edge as possible and make it comput- 
able, taking all the data and meth- 
ods and models and algorithms that 
have been accumulated in our civili- 
zation and make them immediately 
computable,” said Stephen Wolfram. 
Analysts aver that WolframAlpha is 
definitely smarter than Google as 
BigG does not understand the search 
query, it simply retrieves the web 
pages matching the search term. 


According to Web experts, Bing 
houses more robust algorithm, which 
delivers accurate and similar perfor- 
mance to Google, and has the ability to 
drill down the bottom for exact match, 
that makes it a tough competitor to Ya- 
hoo! in particular. Steve Ballmer, 
Microsoft’s says, “I can’t speak for 
Indian languages, but in English, aver- 
age search query is 2.2 words because 
people have seen that if you type longer, 
you get worse answers.” With 4.2 new 
portals adding up every minute, it’s only 
viable to have more than one player, 
that can churn best results and in vari- 
ous segments. Other players like 
Yauba, Kosmix and Searchme, which 
claim to be ‘Explore Engine’, specialize 
in gathering information from several 
interfaces such as web pages, blogs, so- 
cial networking sites, RSS feeds, etc., 
providing all in a magazine styled inter- 
face. Other visual search utility portals 
such as LeapFish, Dogpile, Viewzi aim 
to give a creative touch to the whole new 
search experience. 

Notwithstanding the promises of 
better search results by rivals, it is a 
fact that no one understands search 
better than Google, which is now gear- 
ing up with Google Squares, its new 
search platform to compete with new 
rivals like WolframAlpha, by provid- 
ing data in a structured format, neatly 
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labeled, stamped and categorized for 
‘the convenience of the user. Google 
Squares extracts data from the web 
pages and presents in the form of an 
online spreadsheet in rows and col- 
umns. Marissa Mayer, an official at 
Google said, “It takes an incredible 
amount of compute power to create one 
of those squares.” 


Odds against Google 

According to Single of Wired.com, “With 

Bing, Microsoft has shown that it un- 

derstands that different kinds of 

searches require different kinds of an- 

swers and interfaces.” He adds, 
(“They've shown too they understand 
Maat a search is often only the beginning 
of a decision such as what Indian res- 
taurant to try or what type and model of 
water filter is best.” While it would be a 
while before such latent realizations 
gain prominence in the thought of the 
surfers that would force them to shift 
loyalty away from Google, yet, there is, 
he says, “a glimmer of something better 
than a search engine here—call it an in- 
formation portal. However, more than 
Bing, and other conventional search en- 
gines, it is the rise of social networking 
sites like Facebook and MySpace that 
are of concern to Google. “As people 
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search out advice online for everyday, 
personal decisions, the standard list of 
links served up by Google is not seen as 
intimate or trustworthy. For decisions 
such as choosing a restaurant or a day 
care provider, social networking sites 
like Facebook or known review sites 
have an advantage,” said Ken Tokusei, 
Product Manager at Google. Not to be 
left behind, Yahoo!, an old Google 
apace is also firing on all cylinders to 
chip away some market share from its 
archrival. For instance, it has now for- 
ayed into Video Search service that al- 
lows a user to search the Internet for 


Web search. 


video clips. It, however, remains to be 
seen to what extent these new initia- 
tives could help Yahoo! to chip away 
some share from the market leader. 
Some experts like Matt Asay, Vice- 
President — Business Development at 
Alfresco, a company that develops open- 
source software for content manage- 
ment, and a member of the CNET Blog 
Network, on his post on Cnet.com says 
that while ‘PageRank’ has largely con- 
tributed in establishing Google’s su- 
premacy in search, its success is more 
due to people’s habit (of sticking to one 
search engine, i.e., Google). “People use 
Google out of habit, not superior 
search,” he writes. “So, Google is a 
habit.” However, he adds that, Google is 
not relaxed and instead it is building all 
sorts of ancillary value (Gmail, Picasa, 
etc.) to ensure that surfers have no rea- 
son to look beyond Google. For rivals, he 
has a piece of advice: if you want to beat 
Google you have to be an Apple of Online 
search. He says that Apple turned the 
desktop business into a creative/enter- 
tainment pursuit, blending the desktop 
(iLife suite of products, plus extensions 
of the desktop like the iPhone and iPod) 
with the cloud (iTunes, App Store) to ef- 
fectively challenge Microsoft’s hege- 
mony in O/S space. The bottom line, ac- 


But instead of chasing Google on the World 
Wide Web, a better strategy could be to explore 
new opportunities like the still evolving Mobile 


cording to him, is that “competitors 
looking to kick the Google search habit, 
you can’t take the Cuil route and com- 
pete on search. It just won’t matter if 
you're better.” “You need to create a dif- 
ferent, compelling habit,” he avers. 


Mobile Web — The new battle 
ground 

But instead of chasing Google on the 
World Wide Web, a better strategy 
could be to explore new opportunities 
like the still evolving Mobile Web 
search. Experts say that more and more 
people are now accessing the Web using 


their mobile devices than PCs. And 
with analysts predicting advertisers to 
prefer mobile space against Web in the 
next few years, the opportunities could 
be immense for the early movers 
(search engines). According to Josh 
Catone, Co-Founder, Rails Forum, 
“Mobile web is likely going to be a sig- 
nificant part of our future, which is good 
news for advertisers because there’s one 
other thing we've been learning about 
the mobile web: people using the web on 
mobile devices are much more likely to 
interact with advertising.” “With so 
much advertising projected to shift to 
the mobile web over the next few years, 
the company that can corner the mobile 
web ad market is going to be able to go 
toe-to-toe with Google. Right now, it’s 
still wide open,” he added. According to 
projections by research firm, 
eMarketer, in the US alone mobile 
search is expected to touch $715 mn, 
i.e., about 15% of the total mobile ad- 
vertising market of $4.7 bn. 


Bing, the next Google? 

As far as the World Wide Web is con- 
cerned, even as new players strive to 
carve their niche they face their own set 
of problems. For instance, in the case of 
WA, while it computes answers from 
the individually hand-engineered 
scripts or data models, giving it the 
edge to produce answers that are not 
only accurate but also unique, a major 
drawback it faces is its inability to up- 
date with important data models, 
which could mar its sustainability. 
Moreover, it is virtually impossible to 
build vast amounts of data through hu- 
man intelligence, limiting its ability to 
cover a vast knowledge, even if it does 
so, would incur huge costs and might 
impact the performance of the answer- 
ing engine. Also, the developers have 
only concentrated on the factual data, 
which has only one answer, and accord- 
ing to analysts the data has been ex- 
tracted from Wikipedia, which they be- 
lieve, is paving way for a new kind of 
plagiarism. Further, most of the infor- 
mation is US-Centric data and is out- 
dated, leading to inconsistent results, 
and most visitors complain about the 
disambiguating queries, which in 
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Google would direct to a list of websites. 

Despite much hype surrounding 
WolframAlpha, analysts believe it 
would cater to a section of society who 
need comparative data; and could well 
be a threat to information providers 
such as Wikipedia, Cyc, Metaweb’s 
Freebase, True Knowledge and START 
Project. Andrew Yates, from Artesian 
Solutions says, “Developments like 
WolframAlpha will ultimately mean 
business people can avoid ‘fumbling in 
the dark’ for the information they need.” 

From Google’s perspective, as some 
analysts point out, its new offering 
Google Squares would be more of a 
threat to shopping portals like 
cazoodle.com and opine that Google has 
the potential to integrate computa- 
tional system te its main search, which 
is a lookup system, if it has to stay on 
top. Frederic Lardinois of ReadWrite 
Web says, “Alpha simply doesn’t want 
to be a Google killer and, in its current 
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form, won’t take market-share away 
from Google,” and adds, “Alpha will 
take away some users from Wikipedia 
(but it is no Wikipedia killer either), as it 
can give its users quick and easy access 
to a wide range of data.” Further, ana- 
lysts believe that WolframAlpha cannot 
compete with Google due te the compu- 
tational platform it stands on; however, 
Google has the potential to compete with 
WolframAlpha, which can integrate the 
computational system to its main 
search. However, that might be quite dif- 
ficult, as the new computational search 
engine is built on Mathematica Soft- 
ware, the most powerful calculation en- 
gine built ever, consisting of 50,000 plus 
algorithms and models. 

It looks like finally it would boil 
down to Google vs. Microsoft, as far as 
Internet search is concerned. And who 
knows may be Microsoft may have the 
last laugh. A majority of search 
startups make two mistakes, according 
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to the former Executive Editor of 
eWEEK and a die-hard blogger. He pro- | 
scribes: never compete with Google on 
its own terms, and also, don’t ever drum 
up hype and then fail to meet expecta- 
tions. “The key,” he writes in his blog 
post on Bnet.com, “is changing the rules 
of the game, because Google has indis- 
putably won the search game as it’s now 
played, which is search based on key- 
words.” According to him, Google’s en- 
tire business model is based on key- 
words. This makes it difficult for Google 
to respond quickly to a shift away from 
that model. “Microsoft, on the other 
hand, has nothing to lose by trying 
something totally new. “If Microsoft re- 
ally is changing the nature of search 
Bing will be a gaudier hit than the Bada 
Bing.” But never assume Google to sit 
quite.m 

- Amit Singh Sisodiya and Ramana Pemmaraju 
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The free market economy of Hong Kong has been caught in a global 


recessionary tangle. 





ong Kong’s economy, which 

symbolizes a tiny but robust 

and epen economy, has been 
hit badly by the current global financial 
crisis. The chiefly exports-driven 
economy could not escape the wrath of 
global downturn. Its exports plum- 
meted by 22% year-on-year in the first 
three months of 2009, and the economy 
contracted by 7.8% during the same pe- 
riod. This is the economy’s worst perfor- 
mance ever since the East Asian finan- 
cial crisis of 1998. The sharp decline in 
GDP was double, more than actually 
anticipated by some analysts and can 
be attributed to a rapid decline in ex- 
ports and private consumption, plus a 
drop in investment in buildings, ma- 
chinery and other business equipment. 
Now, the territory’s government fore- 
casts GDP to shrink further by around 
5.5-6.5% this year, compared with its 
earlier prediction ef a 2-3% fall. Ana- 
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lysts are of the view that recovery de- 
pends on how fast the global economy 
gets back to prosperity. 


Road to crisis 

Post-Asian financial crisis of the late 
1990s, Hong Kong’s economy had been 
on the rebound. However, in the mean- 
time, the dotcom bubble of 2000, the 
9/11 terrorist attacks on the US in 2001 
and the outbreak of Severe Acute Respi- 
ratory Syndrome (SARS? in 2003 had 
severely damaged the economy of Hong 
Kong, though not to the extent as that of 
the current one. In the last quarter of 
2008, the growth of Hong Kong’s 
economy dipped deep into -2.5%, its 
worst performance since 1999. This sor- 
did performance of Hong Kong is in line 
with the sharp declines reported re- 
cently by Mainland China, Taiwan, Ja- 
pan and Singapore, indicating a down- 
ward spiral and even tougher times 


ahead. Simultaneously, domestic de- 
mand has lost much of its momentum 
with weaker consumer and investor 
sentiments amid tighter credit market. 
Moreover, with the developed econo- 
mies plunging into recession and the 
consequent waning of demand for prod- 
ucts from emerging and developing 
economies, Hong Kong's export 
dropped during 2008. In 2008, total ex- 
ports of goods increased by mere 2% in 
real terms, a significant drop from the 
7% increase in 2007, and registered a 
year-on-year decrease of 4.9% in the 
fourth quarter. 

The Hong Kong economy was doing 
moderately well even in the first half of 
2008, but took a U-turn after the col- 
lapse of US investment bank Lehman 
Brothers in September. Labor market 
has since then witnessed rapid deterio- 
ration, with unemployment rate on the 
rise. Exports declined by a steep 22% 
from a year earlier, their biggest decline 
since the 1950s. As per the statement of 
the Census and Statistics Department, 
rate of unemployment rose to 5.2%, 
from 3.2% last summer, as the con- 
struction, food and manufacturing sec- 
tors were hit by a reduction in work. Ac- 
cording to government estimate, the 
number of unemployed people in- 
creased by around 9,700 to 196,900 in 
the first three months, while the 
workforce increased by around 4,100 to 
an all-time high of 3,699,000. Secretary 
for Labor, Matthew Cheung com- 
mented that the rate of unemployment 
was expected to remain high in the 
short-term as the demand in the labor 
market remained weak due to the deep- 
ening impact of the global slowdown. In 
addition to that, the outbreak of swine 
flu has also emerged as a new source of 
uncertainty and pressure to the labor 
market. Whatsoever, Cheung added, 
“We will continue to adhere to our strat- 
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= David Cohen 


m SP Chakravarty” 


“As a tiny, trade-dependent economy, Hong Kong has been hit hard by the sharpest 
contraction in the global economy—and world trade—since World War Il.” 


Hong Kong's economy shrank by 7.8% in the first three months of this 
year compared to a year earlier. This is the economy’s worst perfor- 
mance since the Asian financial crisis more than 10 years ago. How do 
you see this performance of Hong Kong's economy? 
David: By the official seasonal adjustment, the Hong Kong 
economy has contracted q/q SA for four consecutive quarters— 
like many economies around the world, suffering its sharpest 
downturn in many decades. Like elsewhere, the downturn 
steepened after the global financial crisis intensified with the 
September collapse of Lehman Brothers. The recession has 
n broadbased, including financial and other services, along 
ith manufacturing and trade-related activities. 
Chakravarty: This is a reflection of the overdependence of the 
economy on the People’s Republic of China (PRC). 


To what factors would you attribute this dismal performance? 

David: As a tiny, trade-dependent economy, Hong Kong has 
been hit hard by the sharpest contraction in the global 
economy—and world trade—since World War II. As a major 
financial center, it also felt the impact of the most severe glo- 
bal financial crisis in recent decades, which triggered the glo- 
bal recession. Even the flow of tourists from the Mainland, 
which might have been expected to provide more of a cushion 
to the downturn in Hong Kong, slowed as Chinese economic 
growth was not immune to the downturn in global export de- 
mand—after all, it was the second largest exporter in the 
world in 2008, trailing only Germany. 


Do you think that the government is partly responsible for this crisis? 
‘What should be the role of the government in tackling the crisis? 
David: Given the nature of the Hong Kong economy, there is 
little that the government could have done to head off the cri- 
sis. Consider that many of the other most export-dependent 
economies in the region have experienced even sharper con- 
traction, with Taiwan GDP -10.2% y/y in Q1, Singapore -10.1% 
y/y and Japan -9.7% y/y, their worst in recent decades. As in 


Singapore, it probably did not make much sense to attempt to 
stimulate domestic demand—as much of the consumption is 
imported—so government efforts should be focused on bol- 
stering the safety net and the labor market. 

Chakravarty: Yes. The government has prided itself as a low- 
tax haven for companies and, especially, the rich in the 
People’s Republic of China. The government should have di- 
versified the economy by developing the educational and so- 
cial infrastructure needed for the emergence of Hong Kong as a 
modern social democratic society. In the long run, the develop- 
ment of the city state will have to grasp the nettle of higher 
taxes characterizing prosperous social democratic countries. 
How do you see the future of Hong Kong's economy? 

David: Like the rest of the region, there is a sense that we are 
past the worst of the downturn. Global financial markets have 
steadied, and export data across the region suggest a bottom- 
ing out in global demand, raising cautious hopes that the 
world economy can resume positive q/q growth in H2. This 
includes welcome signs that a substantial fiscal stimulus in 
China is helping domestic demand to balance the drag from 
exports, supporting a pickup in economic growth. The outlook 
for Hong Kong, as always, depends upon global and regional 
trends. 

Chakravarty: Much depends on how the government re- 
sponds to the current crisis. If it does not have the courage to 
diversify as above, it would eventually become redundant as 
PRC becomes less dependent on Hong Kong. The services now 
provided by Hong Kong could be provided by Shanghai when 
the corporate laws in PRC becomes more credible by becoming 
more transparent. 


*Director of Asian Economic Forecasting for Action Economics, Singapore 


**Professor of Economics, School of Business and Regional Development, 
University of Wales, UK 


egy of stabilizing the financial system, 
supporting enterprises and preserving 
employment.” 

Private consumption expenditure, 
which does not include spending by 
tourists, had declined by 1.5% in the 
first quarter from that of the previous 
quarter. Gross domestic fixed capital 

ya or investment in areas such 
'as buildings and business equipment 
dropped by 12.6%. The residential prop- 
erty market had also lost its sheen in 
the first half of 2008 and began collaps- 


ing in the later part of 2008. And by the 
end of the year 2008, flat prices, rentals 
and the number of transactions in resi- 
dential properties dropped signifi- 
cantly by 18%, 19% and 22% respec- 
tively from their peaks earlier last year. 
In the stock market in Hong Kong, 
downward adjustment started in late 
2007 and continued throughout 2008. 
The Hang Seng index, the main indica- 
tor of the overall market performance in 
Hong Kong, closed the year 2008 with 
14,387, plunging by almost 50% com- 


pared to a year before— this is unprec- 
edented since 1974, and it wiped out 
more than HK$6 tn of wealth. Due to 
stasis in the stock market, market capi- 
talization declined and fund raising ac- 
tivities also took a backseat. 

Hong Kong’s economic slowdown is 
likely to further aggravate in 2009 be- 
fore getting better with volatile finan- 
cial markets and a synchronized global 
recession. Exports in goods and services 
are likely to plunge with dissipating 
global demand, while domestic demand 
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Source: Hong Kong's Census & Statisties Department 


also looks set to falter. However, infla- 
tion will ease, but at the cost of high 
rate of joblessness. Some economists 
argue that Hong Kong is unlikely to re- 
cover until the US economy bounees 
back, although tentative signs that 
China’s economy is surging ahead may 
give a fillip to Chinese tourism to Hong 
Kong. Kevin Lai, Senior Economist at 
Daiwa Institute of Research, opined 
that the government should have done 
more to support the economy. “There 
was a lack of fiscal support in Hong 
Kong compared with anywhere else and 
this fiscal timidity is showing in the 
GDP numbers.” Lai further added, “The 
government has already promised to do 
something, but Pm afraid it is too little 





*: Projected by HongKong Government 


too late. They have missed the window 
of opportunity there.” Till late 2008, fis- 
cal stimulus measures have been very 
scanty and have been limited to tempo- 
rary tax cuts and waivers on utility 
bills, plus some help for the elderly and 
for businesses to access credit more 
easily. Hong Kongers, however, are at 
least benefitting from lower inflation 
rate. The government has recently fore- 
cast headline inflation of 1% in 2009, 
down from the previous estimate of 
1.6%. 


Success hinges on overseas 
demand 

The Hong Kong Special Administration 
Region (SAR) government has re- 


GDP of Asian Nations : Falling in Sync 


Hong Kong 


Taiwan 


sponded swiftly to this ‘once-in-a-cen-. 
tury financial turmoil’. It has put in’ 
place a series of measures since the la 
2008 to stabilize the financial market, 
support enterprises and create employ- 
ment. In the budget of 2009-10, the gov- 
ernment proposed an expenditure of 
HK$300 bn for the year and set a bud- 
get deficit of about HK$40 bn, or 2.4% of 
GDP. China’s central government in 
Beijing too has announced several mea- 
sures to ameliorate SAR’s economy. 
China will issue more yuan-dominated 
bonds in Hong Kong and make it easier 
for firms there to borrow money and sell 
goods on the Mainland to help it fight 
off the economic crisis. “Allowing Hong 
Kong banks on the Mainland to a 
renminbi bonds in Hong Kong and co 
sideration by (China’s) Ministry of Fi- 
nance to issue renminbi bonds in Hong 
Kong will help promote the develop- 
ment of the local bond market and fur- 
ther reinforce Hong Kong’s position as 
an international financial center,” re- 
cently the Hong Kong government said 
in a statement. 

Whatsoever, Hong Kong’s case has 
obviously been worse than expected. It 
tells how a severe global financial crisis 
can affect a robust, small and open 
economy. Whether Hong Kong will see a 
further deterioration is not up to it—it 
is up to the rest of the world, especially 
the US, China and other financial mar- 
kets. Nevertheless, the future prospects 
of Hong Kong in turn hinges on the effec- 
tiveness of huge fiscal stimulus mea- 
sures and aggressive monetary easing 
measures implemented across the 
world, particularly in the developed 
nations. 

The economy of Hong Kong will be 
safeguarded by its closer cooperation 
and deeper integration with the Main- 
land. This will inexorably increase the 
dependence of Hong Kong’s economy on 
that of the Mainland. Moreover, fiscal 
policies and other countercyclical mea- 
sures implemented may invite skepti- 
cism about the government’s commit- 


ment to remain as the world’s moony 


economy. 


2007 Q1 2007 Q2 2007 Q3 2007 04 2008 Q1 2008 Q2 2008 Q3 2008 Q4 


Sources: EIU country data; http. wwaw. chinadaily.com.cn/hkendtion/2009-03/05/content_7537274,htm; 
http://edition.cnn: come2009/BUSINESS/03/1 1 /japan.ecenomy/index.htm| 
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Capital Assistance Program 





The results of the bank stress tests conducted as part of the US 
administration's Capital Assistance Program have raised more 


questions than answers. 





year that the federal bank regula- 

tory agencies in the US announced 
that they would conduct a forward-look- 
ing economic assessment of large US 
banks as part of the Capital Assistance 
Program (CAP). A core element of the 
US administration’s Financial Stabil- 
ity Plan, the CAP, as the US Treasury 
White Paper on the program puts it, 
comprises two objectives: to make a 
“forward-looking capital assessment to 
determine whether any of the major US 
banking organizations needs to estab- 
lish an additional capital buffer during 
this period ef heightened uncertainty’; 
and to ensure that a Qualifying Finan- 
cial Institution (QFD eligible under the 
CAP has access to “contingent common 
equity provided by the US government 
as a bridge to private capital in the fu- 
ture.” This is done to ensure that the US 
banking institutions have enough capi- 


IÈ was in the month of February this 
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tal in their hands to perform their eco- 
nomically vital role of creditors in the fi- 
nancial system so as to stave off further 
economic gloom and doom. 


Bank stress tests 

The aim of this supervisory capital as- 
sessment, also popularly known as 
‘bank stress tests, is to ensure that the 
nation’s largest banking institutions 
have sufficient capital as a cushion 
against future shocks as well as to lend 
to creditworthy borrowers and that its 
depositors and lenders get paid even if 
the banks run into trouble. This, the ad- 
ministration hopes, will help restore 
public and investor confidence in the 
strength and viability of the financial 
system of the nation. 

Subsequently, the US Federal bank 
and thrift supervisors, under CAP, con- 
ducted forward-looking assessments to 
determine whether the major US finan- 


cial institutions will have sufficient 
capital buffer if economic conditions be- 
come much more adverse than they are 
now. The exercise was limited to bank- 
ing organizations with assets greater 
than $100 bn, as they form the core of 
the US banking system, accounting for 
roughly two-thirds of aggregate US 
Bank Holding Company assets. How 

ever, even those US banking institu- 
tions with consolidated assets below 
$100 bn would be eligible to obtain 
capital under the CAP if they satisfy 
the eligibility requirements for a QFI. 
The CAP is also open to those institu- 
tions which participated earlier in the 
Capital Purchase Program (CPP). 


` 


Determining factors 
For the assessment of capital, it was 
assumed that the economy contracts by 
3.3% this year and remains almost flat 
in 2010, that housing prices fall another 
22% this year, and that unemployment 
shoots to 8.9% this year and hits 10.3% 
in 2010. In the light of these figures, 
each of the selected banking institu- 
tions—which included Citigroup Inc., 
Bank of America Corp., Goldman 
Sachs Group Inc., and Wells Fargo & 
Company, among others—was as- 
sessed by the Federal supervisory agen- 
cies for potential firm-wide losses, in- 
cluding those in its loan securities port- 
folios and off-balance sheet commit- 
ments and contingent liabilities/expo- 
sures; potential trading-related losses 
and the internal resources available to 
absorb such losses, including pre-provi- 
sion net revenue and the allowance for 
loan losses—all under two defined eco- 
nomic scenarios over a two-year time 
horizon, 2009-10. R 
In officialese, the assessment in- 
cluded factors such as “uncertainty 
about the potential impact on earnings 
and capital from current and prospec- 
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tive economic conditions; asset quality 
and concentrations of credit exposures; 
the potential for unanticipated losses 
and declines in asset values; the compo- 
sition, level and quality of capital; the 
ability of the institution to raise addi- 
tional common stock and other forms of 
capital in the market; and other risks 
that are not fully captured in regulatory 
capital calculations.” 


Contingent common capital 
Based on these factors, the federal su- 
pervisors assessed the potential losses 
and the resources available to absorb 
those losses in each case to determine 
'whether the banking institution has 
/Sufficient and quality capital to stay 
afloat even in the worst-case scenario. If 
an institution is found to be in need of 
additional capital buffer to strengthen 
its composition of capital, it will be 
given up to six months’ time to raise the 
required capital privately or to access 
the capital made available by the Trea- 
sury under the CAP. However, this ad- 
ditional capital, whether raised on the 
private market or through the CAP, is 
only a temporary measure and does not 
represent a new capital standard. 

The capital provided to a QFI under 
the CAP is in the form of convertible 
preferred securities, which serve as a 
contingent common capital, and can be 
‘converted, if and when needed, into com- 

Moon equity shares—considered gener- 
ally as a banking institution’s first line 
of defense against losses. Also, those fi- 
nancial institutions which issued pre- 
ferred capital under Treasury’s existing 
CPP will be allowed to redeem their ex- 
isting securities and replace them with 
the new CAP convertible preferred secu- 
rities. 


Preliminary results 
Interestingly, the preliminary results of 
the bank stress tests reveal that the fi- 
nancial situation may not be as worse as 
initially feared. While the stress tests 
have found that the participating banks 
i $75 bn of new capital, something 
‘much less than expected earlier, Douglas 
J Elliott, Fellow at the Brooking Institu- 
tion, warns that one should not take ex- 
cessive comfort from what is essentially 
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a highly educated guess as to the future 
of the banks in a very uncertain environ- 
ment. “We've never been in a crisis like 
this and we simply don’t know how it will 
play out. If the stress tests’ estimates of 
the value of the banks’ assets at the end 
of 2010 were off by just 3%, we’d need 
another $300 bn of capital.” 

While the stress tests—which ap- 
plied scenarios that simulated the im- 
pact of, for example, a higher unemploy- 
ment rate on mortgage defaults— 
would help the government identify the 
banks that need aid most, it could, con- 
versely, force banks considered to be at 
risk to set aside more capital to cover 
predicted future losses. 


Political gimmick? 
Predictably, the tests, which sounded 
like a good idea at the time of announce- 
ment, have drawn flak from critics, who 
have called the tests ‘flawed’ and 
claimed that the exercise would in no 
way help shore up the battered bank 
balance sheets and investor confidence. 
“The stress tests are, at best, a waste of 
time,” said Mike Holland, Chairman, 
Holland & Company, “At worst, they’re 
misleading and testing the wrong 
things. The idea of using some level of 
unemployment to say whether 
Citigroup is not as strong as JP Morgan 
to me is laughable. And therefore I will 
be glad when this process is over.” 
Some critics even bet that the stress 
test results would boomerang on the gov- 
ernment. The ostensible reason behind 
the CAP was to find out whether the 
major banking institutions could survive 
if things got worse and what they could 
do to shore up their capital to avoid 
losses and thus restore investor confi- 
dence in the banking system so that the 
investors would start investing in bank- 
ing stocks, which in turn would allow the 
government to extricate itself from its in- 
volvement in the banking business. 
However, the stress test results could, on 
the contrary, wind up identifying the 
‘bad’ banks and unwittingly become the 
epitaph written on these banks, as in- 
vestors might shun these banks and de- 
positors might move their money else- 
where. The government, on the other 
hand, could not afford to hide the ‘results’ 


Capital Assistance Program 


or remain evasive about the outcome af- 
ter resorting to such elaborate program, 
touted to be a ‘confidence-building’ mea- 
sure. That would send wrong signals to 
investors, depositors, customers, and 
people in general. “The stress test was 
done to prove to the public that the 
banks are in good shape, because the 
government simply cannot come up with 
more money to put into the banks,” said 
Richard Bove, a bank analyst at 
Rochdale Securities. “I think the net ef- 
fect of it is a sham. It is a political game. 
And I think that what they have now 
done is backed themselves into a corner 
because they have to say which banks 
are not doing well.” Berkshire 
Hathaway Chairman Warren Buffett, 
on the other hand, has called the bank 
stress tests a wrong approach in as- 
sessing banks, as they ignore differ- 
ences in lenders’ business models. 

Some analysts have also pointed 
out that the stress tests are silent on 
the risks banks face from the highly 
tangled and interconnected global 
banking system, and hence a stress test 
limited to major US banks might not 
reveal the rest of the toxic iceberg lying 
outside US borders. And then there is 
the scary possibility that the CAP 
might lead to a situation where the US 
government ends up owning majority 
stakes in many banks. 

According to Laurence Meyer, Vice- 
Chairman of Macroeconomic Advisers 
LLC, a forecasting firm, if the final 
stress test results painted a truly grim 
scenario, it could force banks to raise 
more capital than they are capable of 
raising, driving them further into the 
government's arms. Christepher 
Whalen, Managing Director at Institu- 
tional Risk Analytics, is of the view that 
major banks like Citigroup would al- 
most certainly become insolvent once 
they absorb the full brunt of losses from 
the economic downturn. “The stress test 
is about politics,” quips Whalen. In 
short, the bank stress tests have raised 
more questions than answers. And, as 
Meyer says, “You don’t want to know the 
answer to some of the questions you 


might ask.”= 
— R Venkatesan lyengar 
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ICICI Bank 


Banking on Basics 


India’s largest private bank is vexed by the current economic slowdown 
and its new management is emphatic about a course correction to help 


the institution regain its form. 





called the “Power of Belief’, reas- 

sures its customers to believe in 
the bank to fulfill their dreams. There is 
a widely held view that through this 
campaign, the bank is intending to put 
congeniality ahead ef its strength in its 
brand missives. Never ir the past has 
the bank promoted itself im such a soft 
manner. Its marketing strategy was al- 
ways very aggressive and focused on in- 
novation, the quality of bemg adaptive, 
youthfulness and leadership. These 
strategies paid off over the years, and 
the bank was hailed as India’s largest 
private sector bank and India’s second 
largest bank in terms of assets. How- 
ever, the present campaign does not fo- 
cus on any of these achievements, but is 
embarking only on the ‘belief quotient. 
It is designed to give an impression of 
fine-tuning of the bank to the custom- 
ers’ needs. 

There is a strong reason for the bank 
to change its tone. Following the col- 
lapse of Lehman Brothers and the ruin- 
ation of ICICI Bank’s investments in it, 
panic spread among the customers of 
ICICI, and this was soon reflected in the 
bank’s share price plunging by 20% on 
October 10, 2008. Panic-struck custom- 
ers also had to be pacified by the bank, 
RBI, and the government that nothing 
wes wrong with the bank. Since then 
troubles have been brewing up for the 
bank: and the news of rising NPAs, fall- 
ing profitability, dipping deposits and 
advances, fal! in the met interest in- 
come, and decline in the profits of 
bank’s subsidiaries have only aggra- 
vated them. Banking experts say that 


[= Bank’s latest ad campaign, 
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for a bank that outshone others, this 
scenario is something unbearable. 
Chanda Kochhar, who replaced KV 
Kamath as the MD and CEO of the 
bank on May 1, 2009, has an onerous 
task of preserving the legacy handed 
over by Kamath and take the bank to 
newer heights. She says, “Prierity for 
the bank is to review its organizational 
structure periodically to ensure it is in 
tune with evolving operating environ- 
ment and aligned to achieve defined ob- 
jectives as well as capitalize on the 
emerging opportunities.” Towards this 
direction, she has charted a well- 
planned strategy focusing on four Cs— 
capital conservation, Current Account 
and Savings Account (CASA) improve- 
ment, cost control and credit monitor- 
ing. To implement her strategy and to 
better maintain the bank’s legacy, the 
new CEO admits, the bank is going back 
to the basics of banking. 


Turn of events 

ICICI Bank, which was very aggressive 
even during the last year, is suddenly 
finding itself in problems. The troubles 
for the bank started with the breaking 
of the news of the bank having soured 
overseas investments, including those 
in the Lehman Brothers—the biggest 
among Indian lenders tied to the global 
financial crisis. Following this, there 
was a brief run on the bank, as deposi- 
tors grew concerned about its financial 
strength and shifted their deposits to 
state-run lenders. Though the bank 
clarified that its international invest- 
ments are in the form of international 
loans to Indian companies to fund their 


international operations, some kind of 
mistrust seemed to persist among the 
investors. So,to tackle the problems 
and instill confidence among the cus- 
tomers, the bank had to tone down its 
marketing strategy from an aggressive 
one to a softer appeal to customers, i.e., 
power of belief. 

The story does not end there. Toh 
wards the end of the financial year 
2008-09, the bank began encountering 
grim problems on performance param- 
eters. The bank’s net profit declined by 
35.3% in the fourth quarter of 2008-09. 
Also, since its incorporation in 1994, for 
the first time, the bank has reported a 
9.6% drop in net profit after tax, from 
Rs 4,158 cr ($820 mn) in 2007-08 to 
Rs 3,758 cr ($741 mn). Banking ana- 
lysts say that the bank’s performance is 
in stark contrast to its peers in the 
banking industry. SBI posted a 31.6% 
y-o-y growth in its net profit for nine 
months ending December 2008, and 
HDFC Bank posted a 41.2% y-o-y 
growth in its net profit in FY09. 

ICICI Bank’s earnings are severely 
affected mainly because of lower fee in- 
come and higher provisioning for the 
Non-Performing Assets (NPAs) in the 
light of bank’s deteriorating asset 
quality. The bank’s gross NPAs in- 
creased by 27% in FY2009, and net 
NPA increased from 1.55% of its net 
advances at the end of March 2008 to 
2.09% at the end of March 2009. At 
current levels, it has the highest NPAs 
in percentage terms across large banks 
in the country, say analysts. Also, until 
last year, the bank earned a substan- 
tial income from sale of shares and de- 
bentures, which vanished this year due 
to the adverse conditions in the domes: 
tic and global financial markets. Othe: 
troubled areas include fall in net inter: 
est income and decline in profits of its 
subsidiaries. 
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Annadanam Scheme 


According to ancient scriptures, Annad@nam, 
or the donation of food, is the supreme act of 
charity. 


The Alpha Foundation provides high quality 
education and nutritious mid-day meals to more 
than 10,000 children from poor families. The 
Foundation also provides meals to inmates of 
homes for the aged and the destitute. 
You are welcome to contribute to this unique 
Annadanam scheme. Please send your 
contributions (by Cheque/DD in favor of 
“Alpha Foundation”). 


Over 1,000,000 mid-day meals 


The Alpha Foundation, provided free 
# 52, Nagarjuna Hills, to more than 10,000 children 
Panjagutta, Hyderabad 500082, 


Andhra Pradesh, India. in just one year... 


All donations (Rs. 500 and above) are exempt 
from Income tax under Section 80G. 





The Alpha Foundation 


¢ Quality education for underprivileged children 
e Public-Private Partnerships 
¢ Community development initiatives 
e Cultural programs to promote national integration 


To know more about the activities of 
the Alpha Foundation, please visit: 


www.alphacharities.org 
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“In the short term, the key challenge for the bank is to regain its lost credibility, while 





i 


in the long run, the key challenges would include outperforming system credit growth 


and raising necessary funds to support growth.” 


ICICI Bank had been performing exceptionally well until the outbreak of the 
recent crisis. What led to this phenomenal success through these years? 
Multiple factors contributed to ICICI Bank’s stupendous 
growth between FY04 and 08. 

Aggressive, market penetrative lending strategy 

Strong emphasis on retail loans 

Prompt expansion of branch network 

Success in international business 

Management vision and bandwidth 

Buoyant economic environment 

However this financial year, the bank has been in the news for lower 
profits, higher NPAs and marginal exposure to Credit Default Swaps 
(CDS). Why this sudden twist in fortune? 

This was the flip side of the aggressive strategy adopted by the 
bank in the preceding years. The global financial crisis depreci- 
ated the bank’s overseas investments and the subsequent slow- 
down adversely impacted its business and asset quality. 

With a new CEO taking over and a few top people opting to leave the 
bank, do you think the bank is plunging into a transition phase at this 
time? Do you think a thorough restructuring within the bank is needed? 
The bank is already in the process of a structural transforma- 
tion. The new management has realigned the bank’s focus to- 
wards strengthening the balance sheet, preserving capital, con- 
taining asset quality and improving deposit franchise, while 
business growth has been accorded seeondary importance. 


Not only the earnings, even retail 


ties of $2 bn at its global operations, 


ICICI Bank, under the stewardship of Kochhar, aims to increase current 
and savings account deposits as a proportion of total funds by adding 
580 branches to its network? Do you think the bank is going back to the 
basics of banking to strengthen its position? 

Though it sounds basic, it would be difficult for the bank to 
execute it in an environment of slowing system growth and 
aggressive lending by public banks. 


The bank’s balance sheet has been shrinking for the past one year, with 
the wholesale deposits and retail loans taking a beating. Still, the new 
CEO is keen on curbing new loans and focusing on preserving capital! 
Do you think her strategy is in the right direction? 
Not long ago, ICICI Bank went through a severe liquidity crunch 
and suffered significant losses on its international portfolio, both 
of which had threatened its solvency. So, the obvious priority of 
the management is to restore customer faith and confidence, a 
prerequisite for business growth. The current conservative strat- 
egy seems to be in the right direction. 
What are the other challenges faced by the bank? What strategies 
would better suit the bank in the current scenario? 
In the short term, the key challenge for the bank is to regain its 
lost credibility, while in the long run, the key challenges would 
include outperforming system credit growth and raising nec- 
essary funds to support growth. 

*Vice-President, Research, India Infoline, Mumbai. 


slowdown has hurt the performance of 


loans which served the ICICI Bank all 
these years are ailing owing to tightened 
lending during the last year. They have 
decreased from 58% of the total loan 
portfolio in FY2008 to 49% in FY2009. 
Also, the bank’s advances and deposits 
dipped by 3% and 11% respectively. All 
these together have shrunk the bank’s 
balance sheet by 5% from Rs 3,99,795 cr 
in FY2008 to Rs 3,79,301 cr in FY2009, 
compared to the 40% average annual 
growth it posted in the period from 2005 
to 2008. Analysts lament that what had 
established the bank is today causing it 
a great deal of concern. 

Apart from the balance sheet con- 
cerns, the bank also has some more ob- 
ligations, which require a lot of funding 
from the bank. For instance, the bank 
has the obligation to repay the liabili- 
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which are due in this fiscal. According to 
the new CEO. $1 bn would be coming 
from asset maturities; still they have 
the onerous task of raising the remain- 
ing $1 bn. During good times, they relied 
on bond issuances, interbank borrow- 
ings and raising retail deposits. How- 
ever, since bənd issuances and inter- 
bank borrowings are difficult in the cur- 
rent economic climate, the bank has to 
raise this amount by raising retail de- 
posits. Since the bank’s deposits have 
also taken a beating for FY2008-09, 
analysts expect the situation to be grim 
even in this year. 


Plan of action 

Analysts are of the view that the new 
CEO has taken over at a very challeng- 
ing time: on the one hand, the economic 


the bank, and on the other, some senior 
members of staff familiar with ICICTs 
culture have left the organization. CEO 
Chanda Kochhar, a veteran in the ICICI 
Bank, says that a thorough restructur- 
ing of the bank is needed at this time to 
put the bank again on growth path. 
ICICI has always believed in 
growth, innovation and empowerment. 
The new CEO has said that there would 
be no change in the ideology of the bank, 
but she would adopt such strategies 
that help the bank grow organically, yet 
suitable to the present economic condi- 
tions. She says that she is not looking at 
the mere balance sheet growth butj 
keen on improving the Return on Equit, 
(ROE), low-cost deposits, strengthening 
the recurring sources of revenue 
streams like transaction banking in- 
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4 Growth vs. Capital Preservation 


Performance for a bank cannot be only top-line, 
as the impact of credit decisions and asset sourc- 
ing models is manifested later and often brings in 
woes and requirements for additional provision- 
ing (capital). The bank has always been in the 
forefront of product innovation and, due to suit- 
able skill sets, had taken on exposure to some 
exotic products. From the view point of a well 
thought out commercial decision, these stand 
scrutiny. However, such instruments are never a 
one-way street and the downside needs to be 
estimated suitably. 
_ nany large organization, after a decade or 
4: there would be many changes, and opportu- 
iies for growth are tempered, based on busi- 
ness realities. Itis always worthwhile to introspect 
regularly, taking stock of people, process, and 
technology issues and modifying the business 
model suitably. 

All large banks are going back to ‘plain vanilla 
banking’, as short to medium-term business 
models cannot sustain profitable growth for a 
long time. ‘Lazy banking’, that is holding onto g- 
secs and selling these ‘family silver to make hand- 
some book profits, is also short term. Two of the 
biggest risks that can hit any bank are credit de- 
faults and liquidity risks. 

The funnel of funds in the nature of deposits 
has to be protected and ‘nurtured’, as they are the 
most dependable, cost-effective source of 
funds. Therefore, a wider branch network can 
help reach out to beyond category | & II cities and 
} tap the savings there. Besides, as part of financial 
‘inclusion, till technology ‘takes over more sub- 

stantially, being closer to the centre of operations 
and consumers allows a better understanding of 
their needs and in building long-term relation- 
ships. Savings bank and current account ride on 
service quality and delivery channels. This is a 
good strategy to manage liquidity risks, but can- 
not help much in taking long-term exposures to 
long gestation projects. 

Banks are very ‘capital hungry’ entities and 
need to continuously shore up their capital funds 
to withstand business downturns and economic 
recessions well. As banks transit to ‘risk deter- 





comes, enhancing the branch network 
and encourage employees to handle 
aore diverse functions. She is emphatic 
'about sticking to products like mort- 
gages, car loans, etc., which suit the cur- 
rent environment well, and contract on 
products like small ticket personal 


mined’ returns on investment (RAROC) models, 
itis imperative that they conserve their capital and 
make arrangements to be able to fetch/protect 
capital funds. The challenge is that 'mark to mar- 
ket' adjustment of those securities which have a 
market price available is difficult to estimate, and 
during downturns, the values dip into a fathom- 
less pit. So, between choosing to ‘protect your 
capital’ versus using capital funds + reserves for 
further investments in business or acquire (buy 
out) businesses, the strategic choice has to be 
exercised by the concerned, looking at param- 
eters like IGR (internal growth rate of capital= 
ROEx(1-Dividend rate) and the emerging require- 
ments under Basel Il. 

For banks which have shown furious growth 
rates by using pricing as a market share grabbing 
strategy, it is always challenging to manage re- 
pricing risks in a market which is not deep and 
there are no suitable interest yield curves to 
shadow. To compound the problems, if indi- 
vidual and corporate cash flows are impacted by 
a downturn, then NPAs start to rise and banks 
struggle to manage their liquidity and incremental 
provisions. The growth shown by banks in the 
last 3-4 years has been driven by retail lending, 
which is more sensitive to economic downturns. 
Banks have the powerful tool of ‘credit creation’ 
(leveraging its balance sheet) and pumping in- 
cremental amount of investments into the corpo- 
rate sectors, but need to protect their margins and 
portfolio quality. 

The PSBs (public sector banks), majority 
owned by the government, have a 'life line’ avail- 
able all the time, as their owners can pump in 
capital or recapitalize from tax payers' money. ‘Big 
banks' (having a market share of more than 5- 
10%) are highly leveraged institutions, and along 
with other commercial banks, form the back- 
bone of all payment settlements. Thus they can- 
not be allowed to ‘fail’. We have bank after bank in 
the US and Europe getting ‘nationalized’ through 
the back-door. The case of Northern Rock is a 
classic example of how impaired liquidity can lit- 
erally overnight bring down a ‘hallowed institution 
to its knees. How can you run an asset liability 
mismatch continuously and depend on the lar- 
gesse of the government (either as guarantees or 


loans and unsecured loans, which are 
not suited for the current economic envi- 
ronment. More importantly, she is fo- 
cusing on cutting costs, monitoring 
credit and managing risks. She empha- 
sizes that conserving capital for growth 
is the need of the hour. 


direct funds being available) and yet expect to 
tide over market dynamics on your own? Today, 
the PSBs are in a more dominant position to dic- 
tate prices and indulge in market-making (in 
money, forex and commodity markets), but such 
a situation can also be transient. It is a fact that 
commercial banking is no longer consistently 
profitable, while treasury-led income streams 
cannot also happen unless you have a strong 
deposit base. Itis the skill of the money managers 
there which rakes in quick gains, provided they 
read the markets well and are prepared to take 
risks. The recent attempts by the RBI to bring in 
more transparency in calculation of PLRs are a 
clear indication that banks need to revisit their 
pricing models and are able to fetch a decent 
spread (yield) on their loan book. The cost of 
preemption (SLR and CRR on deposits, and pri- 
ority sector lending targets) needs to be captured 
suitably as the whole world is moving towards 
economic capital models, reflecting inherent 
riskiness of their loan assets, under the Basel Il 
regime. 

So in conclusion, where do Indian banks lie 
in the spectrum of growth, profitability and capital 
adequacy? Our local banks have been able to 
increasingly take on sophisticated products 
(gently nudged by RBI), use technology more 
effectively and participate in a wide array of activi- 
ties, including infrastructure. However, they are 
constrained due to the lack of a secondary loan 
market, term money market and negligible corpo- 
rate bond/debt market to plan suitably for en- 
hancing their loan assets, due to the inherent 
risks of repricing, ALM mismatches and costs of 
intermediation. With the capital markets facing 
pressure in the aftermath of the financial sector 
crisis, it is for the banks to step in and provide 
funds for the core sectors and other areas, which 
act as the triggers for creating consumer de- 
mand. While in hindsight, we seem to have done 
well to look after our banking sector, a 
Schadenfreude attitude could be counterpro- 
ductive. 

- Robin Roy 
Associate Director, Financial Services, 
PricewaterhouseCoopers Pvt. Ltd. 


Basing her strategy on the basics of 
the banking system, she is keen en in- 
creasing the bank’s reach by adding 580 
branches to its existing 1,438 branches 
during the current fiscal to March 2010. 
She also specified that based on the in- 
tensity and concentration of commer- 
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cial banking opportunities, a few ‘mega 
branches’ have been identified to 
deepen relationships with corporates 
and enhance relationship value. This is 
to ensure increased flow of current ac- 
count float and commercial banking 
fees. The heads of these branches are 
given adequate level of flexibility 
within a defined control framework to 
ensure quicker customer service and de- 
cision making at the point of origination 
of the transaction. This way she has be- 
stowed more powers upon the branches 
and paved way for more decentraliza- 
tion of operations. 

Kochhar is also keen on restructur- 
ing the loan and deposit structures af 
the bank. The bank, which pioneered 
mass retail banking during the last de- 
cade to position itself as India’s largest 
retail lender, is today planning to 
shelve off these loans for some time. 
Her strategy also includes rebalancing 
of deposit structure of the bank by in- 
creasing the share of retail deposits and 
reducing the corporate deposits, which 
are considered to be more volatile com- 
pared to retail deposits. Also, the bank 
will focus on raising cheap local depos- 
its rather than depend on overseas de- 
posits. Though the Canada and UK 
subsidiaries have performed exception- 
ally well during FY2008-09 by increas- 
ing the term deposits by Canadian 
$1.75 bn and $1.80 bn respectively, the 
bank is keen on stalling these deposits. 

Increasing the share of CASA bal- 
ances, which attract lower interest 
rates and help in reducing the cost of 
deposits to the bank, is considered as a 
priority by the new CEO. CASA depos- 
its already increased to 28.7% of its to- 
tal deposits at the end of March 2009, 
compared to 26.1% a year ago. For this 
year, Kochhar says, “My intention is 
that we should at least get to about 33% 
of CASA ratio before we start pressing 
the accelerator on lending.” 

Kochhar’s next priority is the qual- 
ity of assets. With the bank posting the 
highest gross NPAs of Rs 6,000 cr for 
the FY2009, the bank is keen on re- 
structuring non-performing loans. RBI's 
approval for banks to recast loans given 
to corporations as well as individuals 
affected by the economic slowdown is a 
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blessing to the ICICI’s new CEO. Al- 
ready the bank has applications for re- 
structuring of loans worth Rs 2,000 cr. 
In this backdrop, the bank manage- 
ment has clearly specified that it would 
curtail the credit card and other unse- 
cured loans, which have high chances of 
turning into non-performing loans. 

According to the new CEO, the 
bank’s overseas business is another 
area, which needs attention. It com- 
prises 25% of the bank’s earnings. In 
fact, that business had grown by 50- 
60% in the last couple of years. With the 
global economy slowing down, many In- 
dian companies have pared down their 
overseas expansion and acquisition 
plans, and accordingly growth in that 
business has taken a beating. Improv- 
ing this business is ancther priority for 
the bank. However, keeping the global 
situation in view, the bank has cur- 
rently curbed these loans by its foreign 
subsidiaries to keep a check on NPAs 
and defaults on these loans. 


Proactive steps 
Though the bank is grappled with a few 
problems, there are certam areas where 
the bank has performed exceptionally. 
The bank was successful in cutting 
down its operating costs by 13.6% on y- 
o-y basis in FY2009. During the year, 
the bank’s net interest income in- 
creased by 15% and its net interest 
margin improved by 0.2%. 

Towards the end of the year, the 
bank saw a healthy increase in depos- 
its. Total deposits increased by Rs 


Conscious moderation in credit 
growth ahead of cycle 


site Maintain high capitalization levels 


Focus on increasing proportion of CASA deposits 


and repayment of wholesale deposits 





we Stringent cost control 


9,200 cr, of which Rs 5,286 cr verg 
CASA deposits. Above all, the bank ha 
a good capital adequacy ratio of 15%, 
much above the required norm. These 
are all undoubtedly good signs, but the 
bank needs to pay close attention to the 
areas of concern mentioned earlier. 

Kochhar’s plans mostly dwell on 
tackling the current slowdown and devis- 
ing a strategy accordingly. She concedes 
that the current environment demands 
you to increase your recurrent sources of 
income, while remaining cautious of risk 
and growing margins without using capi- 
tal. This is what she intends to do. 

Last year’s unforeseen slump has 
cost the bank its credibility, and the new 
CEO very much wants to avoid such a 
run on the bank in future. She has taken 
a few steps in response to the slowdown, 
but at the same time is being more pro- 
active in putting some practices in place 
so that the bank does not again become é 
victim of economic forces. 

On the one hand, the new CEO’: 
strategies focus more on conserving 
capital and slowing lending in some ar 
eas. On the other hand, the RBI is urg 
ing banks to accelerate lending so as t 
stimulate domestic spending. It re 
mains to be seen how Kochhar is going 
to handle these conflicting demands 
However, given Kochhar’s experienc: 
and the presence of strong busines 
drivers, it may not be long before ICIC 
Bank bounces back as the leader, ridin; 
on Kochhar’s new strategies. 

—T Jyotsni 
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Animal Farm 


Fable and Beyond 


WwW happens when leaders lose 
sight of ideals and principles 
framed under revolutionary circum- 
stances? What happens when corrup- 
tion, cruelty, ignorance, greed, short- 
sightedness, to name a few, grip the 
minds of leaders and control their ac- 
tions? Dystopia. 

George Orwell’s classic fable Animal 
Farm (1945) traces how the principles 
of Animalism, adopted by the animals 
after the revolution, are slowly, system- 
atically, cynically betrayed through a 
process of distortion and cruelty, hunger 
and hardships, confessions and liquida- 
tions. Napoleon the pig and his aides, 
through their false rhetoric of equality 
and liberation, finally betray the egali- 
tarian principles behind the revolution 
so that the fable ends with the dictum: 
“All animals are equal, but some ani- 
mals are more equal than others.” 

Born in Bengal, as the son of a colo- 
nial official in British India, George 
Orwell (1903-1950)—the political 
writer, whose experience of war and 
revolutionary politics resulted in works 
like Animal Farm and the prophetic 
Nineteen Eighty-Four—“made a single 
life contain, at first hand, the experi- 
ences of imperialism, of revolution, of 
poverty.” It was during those troubled 
years of depression, war and fascism 
that Orwell developed as a writer. His 
major works include Down and Out in 
Paris and London, Burmese Days, A 
Clergyman’s Daughter, The Road to 
Wigan Pier, and Homage to Catalonia. 

Animal Farm, a satire on the Russian 
revolution and an “attack on the myth of 
the nobility of Soviet Communism,” 
turns out to be “one of the century’s most 
devastating literary acts of political de- 
struction.” Orwell called the book ‘a fairy 
story’. In this strange ‘fairy story, with its 
ironic political context, not only the myth 
ef Soviet socialism, but also the myth of 
revolution has been shattered. 
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Old Major, the “majestic-looking pig, 
with a wise and benevelent appearance,” 
whose dream leads to rebellion, taught 
the tenets of Animalism in his speech to 
the animals: “And among us animals let 
there be perfect unity, perfect comrade- 
ship in the struggle.... And remember 
also that in fighting against Man, we 
must not come to resemble him. Even 
when you have conquered him, do not 
adopt his vices.” Inspired by Old Major’s 
speech, the animals capture Manor 
Farm from the owner Mr. Jones, an in- 
competent farmer, and rename the farm 
Animal Farm. Slowly, two leaders—two 
pigs, Napoleon and Snowball—gain as- 
cendancy and thus begins Orwell’s bril- 
liant vision of power politics: “At the 
meetings, Snowball often won over the 
majority by his brilliant speeches, but 
Napoleon was better at canvassing sup- 
port for himself in between times.” There 
is a struggle for mastery; eventually, the 
cruel, brutal, selfish and corrupt Napo- 
leon ousts the idealistic Snowball and 
even paints him a traitor. 

Due to economic exigencies, Animal 
Farm decides to engage in trade with 
neighboring farms. After the sale of 


timber to Frederick, a special meeting 
is held in the barn for the animals tc 
inspect Frederick’s banknotes: “Smil: 
ing beatifically, and wearing both his 
decorations, Napoleon reposed on a bec 
of straw on the platform, with the 
money at his side, neatly piled on a 
China dish from the farmhouse kitchen. 
The animals filed slowly past, and each 
gazed his fill. And Boxer put out hig 
nose to sniff at the banknotes, and the 
flimsy white things stirred and rustled 
in his breath.” The banknotes turned 
out to be forgeries! 

When the noble workhorse Boxer, 
“universally respected for his steadiness 
of character and tremendous powers of 
work,” is sold to be turned into glue 
hides, and bone meal because he is no 
longer useful, Orwell is explicitly warn- 
ing his readers against the “dangers of 
political innocence.” The ruthless and ty- 
rannical pigs turn out to be drunken, 
greedy and cruel like men. We read in the 
last lines of the fable: “Twelve voices 
were shouting in anger, and they were all 
alike... The creatures outside looked 
from man to pig, and from pig to man 
again; but already it was impossible to 
say which was which.” In this bitter rec- 
ognition, Orwell shows us “the comrade- 
ship of the suffering” and “the critical 
skepticism of the exploited.” The ani- 
mals feel defeated and disillusioned. 
Yet, their awareness and knowledge of 
betrayal is liberating. 

There is an amusing incident in the 
fable. Not all the training could tame 
the wild animals on the farm. The cat 
is seen one day sitting on the roof and 
talking to some sparrows who are just 
out of her reach. She tells them that all 
animals are now comrades and that 
any sparrow could come and perch on 
her paw. Of course, the sparrows keep 
their distance! = 

— Nirmala PG 
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M MONETARY MUSINGS 


Radi Inflation 


An Unwelcome Phenomenon 


Grazer! One is not sure if one has to 
cheer or crib about India striking a 
negative inflation number—the whole- 
sale price index fell by 1.61% for the 
week-ended June 6, 2009, from the corre- 
sponding week of 2008, for the first time 
since 1978. 

Looking at the year-on-year rise in 
the prices of items of daily usage—the 
«Wholesale price index for food grains, in 

the week-ended June 6, went up by 14%: 
it rose by 12.5% for processed food items 
like ghee, sugar, etc. and by almost 10% 
for fruits and vegetables; and further, it is 
believed that the prices of essential com- 
modities such as wheat, rice and sugar will 
continue to be dearer, till at least the ar- 
rival of next crop, which is around Septem- 
ber—no one is in the mood of cheering at 
the fact of our wholesale price-based infla- 
tion figure falling into negative zone. Nor 
are they willing to attach any significance 
to this historical negative inflation figure, 
for the increase in minimum support price 
that the government has announced for 
wheat and paddy is sure to keep the prices 
of these essential products high till at least 
{ the next season. 

There is yet another shade of this 
negative inflation doing rounds among 
the economists: it is dubbed as a mere 
statistical phenomenon resulting from 
the high base effect caused by the high 
prices that prevailed last year. The rise 
in WPI for the week ended June 7, 2008 
stood at 11.7%, which was more due to 
the then mounting global crude oil prices. 
But crude prices fell by almost 50% by 
June 2009. This resulted in a negative 
price rise of 12.83% in the oil component 
of WPI, as against last year’s 16.25%. 
Similarly, inflation under manufactured 
goods segment fell from a high of 10% in 
y2008 to zero by June 2009. Indeed, look- 
ing at the drastic changes happening in 

e global economy since the second half 

of 2008—fall in asset prices, collapse of 
banks and recession that has set in glo- 
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bal economy—many tend to believe that 
the declining trend in inflation may con- 
tinue for a few more weeks. Hence, many 
economists dismiss it as having no im- 
pact on the country’s growth rate or its 
monetary policy. 

Commenting on the negative infla- 
tion, the Finance Secretary observed, 
“These numbers do not reflect any con- 
traction in demand as we know the 
economy is on the path of the growth.” 
Even the Planning Commission Deputy 
Chairman has expressed similar senti- 
ments: “There is nothing to worry as this 
is happening because of the base effect.” 

India Inc. has, of course, a different 
opinion. Even some economists say that 
subzero inflation is no good for the 
economy. There is perhaps a point in 
their worry: more than inflation per se, it 
is inflation expectations that cause more 
harm. When people expect prices to fall, 
it is commonsensical that they defer their 
expenditure under the hope of further fall 
in prices. This in turn further reduces de- 
mand for industrial products. As the de- 
mand for the industrial output falls, 
manufacturers reduce prices further. Fall- 
ing prices further reduce demand, leading 
to inventory buildup. This compels manu- 
facturers to reduce output, which means 
fall in employment. This cumulatively 
leads to overall fall in the purchasing 
power. This leads to further fall in de- 
mand. And what is really scary of this vi- 
cious cycle is that it feeds on itself. Per- 
haps, that is one of the reasons why one 
section of economists are concerned about 
negative inflation, or, for that matter, 
about very low inflation’ itself. 

That’s not the end of the story, for we 
have another problem—the problem of 
common man paying more for his essen- 
tials even under the present phenom- 
enon of negative inflation. The nation is 
thus on a tricky wicket: on the one hand, 
we are being threatened by the conse- 
quences of zero inflation, which some 


economists are attributing to “static de- 
mand and adequate supply of commedi- 
ties,” while, on the other hand, the cem- 
mon man is threatened by the mounting 
prices of his essential commodities— 
prices of pulses have gone up by 17%, ce- 
reals by 13.5%, fruits and vegetables by 
10%, and even the price of salt has one up 
by 10%. Any corrective measure that the 
government initiates to set the econemy 
in the growth path must therefore strike 
a balance between these two demands. 
Hence, any ‘pump priming’ of the 
economy, which the government has al- 
ready initiated for creating demand in the 
economy, must also ensure that the eom- 
mon man is not affected by a further rise 
in the prices of essential commodities. 
Here, it is pertinent to bear in mind that 
negative inflation, as some observed, is 
also likely to lead to “hoarding of food 
commodities,” which, if it happens—if 
past experiences are any indication—will 
be more threatening to the common man. 
At the same time, it is the degree of 
‘economic slack’—aggregate demand 
falling below the potential output, which, 
according to one section of economists, is 
already set in motion—that would be 
more challenging for the economy to 
grow. For, a general fall in prices all 
around is more likely to result in defla- 
tion. Of course, with the CSO’s forecast 
for a higher-than-expected growth rate of 
6.8% for 2008-09, such a deflatienary 
trend appears to be a distant possibility. 
Yet, a sharp fall in inflation is an un- 
welcome phenomenon: it challenges the 
wit of government in maintaining the 
growth in economy, while at the same 
time ensuring that its ‘pump priming’ 
the economy does not result in a rise in 
the prices of essential commodities, 
making the life of common man miser- 
able, particularly in the absence of any 
sort of ‘social safety network’. = 
— GRK Murty 
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Post: Regional Operation Manager 
Company: Shriram Fortune Solutions 
Ltd 

Profile: An ability to comprehend 
challenges of and work in a start-up 
like environment, management 
experience, a process orientation with 
strong analytical and quantitative 
abilities desired. Candidate should be 
from financial industry only 

Exp: 3-7 

Location: Delhi 

Email: jobs@shriramfortune.in 





Post: Associate Vice president- HNI 
Company: India Infoline Itd. 

Profile: Exp 3- 7 years Qualification 
MBA and NCFM. Responsible for Sales 
Business Broking. Must have sufficient 
experience in handling a team and 
responsible for profitability of an 
entire region. 

Exp: 3-7, Location: Chennai 

Email: 
anandekrishnan.b@indiaimfoline.com 


Post: Business Analyst 

Company: Onicra Credit Rating Agency 
of India Ltd. 

Profile: Financial Statement Analysis is 
a must. Should be having good hold 
on ratio analysis Good verbal and 
written communication skills are also 
desired. 

Exp: 3-5, Location: Mumbai 

Emaik career@onicra.com 


Post: Accounts Executive 


Company: Frankfinn Institute of Air 
Hostess Training 

Profile: Commerce Graduate desired 
having an experience of 4-7 yrs. 
Exp: 4-7, Location: Nasik 

Email: corporate.hr@franktinn.com 
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Post: Finance Manager 

Company: Beyout Investment Group 
Profile: CA/CPA/MBA from a reputed 
university with minimum 5 years of 
experience in the respective fields & 
will be responsible for Real Estate, 
constructions, and contracting. 

Exp: 4-5 

Location: Kuwait 

Email: m.jerald@krhkw.com 


Post: Sr. Executive - Collection 
Company: Bajaj Auto Finance Ltd. 
Profile: Degree/PG with minimum 3-4 
years relevant experience having 
Good Communication and vendor 
management skills plus Hands on 
experience in handling cases above 6 
buckets. 

Exp: 3-5 

Location: Anmedabad 

Email: recruitment@bajajfinance.in 


Post: Company Secretary 


Company: Madura Micro Finance 
Ltd. 

Profile: Must be an A.C.S qualified 
person (Associate of the Institute of 
Company Secretaries of India). 

Exp: 5-6, Location: Chennai 

Email: mfihr@airtelmail.in 


Post: Sr. Processing Officer 


Company: Computer Age 
Management Services Pvt. Ltd. 
Profile: Should be a graduate/ Post 
Graduate in commerce/ Finance 
having industry experience of 5-8 
years. 

Exp: 5-7 

Location: Chennai 

Email: resume@camsonline.com 
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Post: Manager Transfer Pricing 
ompany: B 
Profile: CA 2004 batch /Lawyer /PG in 
economics/MBA or a combination of 
any of the above mentioned 
qualification. High technical 
knowledge in terms of understanding 
of legislation. At least 4-5 years of 
post qualification experience in 
Transfer pricing only. 
Exp: 4-6, Location: Mumbai 
Email: careers@bmradvisors.com 







Post: Accounts Executive 
Company: Comart Lithographers Ltd. 
Profile: Maintaining file 
management, Maintaining necessary 
Record, Account up to finalization, 
Sales Tax, TDS, Services Tax, 
Professional Tax, FBT, Income Tax, 
Handling Income Tax Audit, Vat 
Audit,Insurance. Preparing MIS 
reports. 

Exp: 3-5, Location: Mumbai 

Email: mital@comart.in 





Post: Head - Banking 


Company: Progressive Constructions 
Ltd. 

Profile: A Chartered Accountant with 
10-15 yrs of exp. in Corporate 
Banking/Investment Banking/ Project 
Finance with banking knowledge and 
should have good communication 
skills. 

Exp: 10-20, Location: Hyderabad 
Email: hr.rrcpl|@gmail.com 


Post: Sr. Manager 

Company: Oswal Group of Industries 
Profile: B.com & M.com (Preferable), 
should be good team leader, who can 
handle a team in a very effective 
manner. 

Exp: 10-20, Location: Faridabad 
Email: ajay.sagar@rediffmail.com 
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Post: Manager Accounts 
Company: Chemspec Chemicals Pvt. 
Ltd. 

Profile: 8-10 years of experience and 
above in accounts, income tax & sales 
tax in a manufacturing company. 
Exp: 8-10 

Location: Mumbai 

Email: rajendra.t@chemspec.co.in 


Post: Sr. Branch Manager 

Company: Tata Aig Life Insurance 
_ Company Ltd 

Profile: 8-13 years out of which at least 

3 years have been in leadership 

positions. 2 years Experience in Unit 

Manager model desirable. 

Exp: 8-13 

Location: Mumbai 

Email: tushar.gaba@tata-aig.com 


Post: Sr. Business Analyst 

Company: Nucleus Software Exports 
Ltd. 

Profile: Incumbent should have direct 
experience in the Cash Management 
Services. Knowledge in the Banking 
domain is desired. 

Exp: 8-13, Location: Delhi/NCR 
Email: 
rohit.agarwal@nucleussoftware.com 


Post: General Manager- Commercial 
Company: Ascent Human Solutions Pvt. 
Ltd. 

Profile: Business acumen, external 
Cutomer Focus, decision Making, 
knowledge on commercial Laws (exicse/ 
Factory Act, Etc.). Candidate from Tyre 
or automotive industry desirable. 

Exp: 15-20 

Location: Gwalior 

Email: ascentindia@vsnl.com 
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Post: Manager- Accounts 

Company: Kumar Group of Inc 

Profile: Qualification- |.C.W.A. with an 
experience of around 15 years of post 
qualification. 

Exp: 10-15 

Location: Rudrapur 

Email: applyatkgi@gmail.com 


Post: Indirect Taxation- Manager 


Company: Kirloskar Electric Co Ltd. 
Profile: The incumbent should have at 
least 12+ years’ experiecne mainly in 
excise, sales tax/VAT & Custom duty in a 
large manufacturing company. 

Exp: 10-18 

Location: Bengaluru 

Email: hrd@vrkec.com 


Post: Sr. Manager- Finance & 
levees 

Company: ABG Cranes Pvt. Ltd. 
Profile: Candidate should be CA/ ICWA 
having & 10-12 & experience with up- 
dated Finance & Taxation Law, to 
handle & entire functions alongwith 
team independently. 

Exp: 10-12 

Location: Mumbai Suburbs 

Email: hrabgcranes@vsnl.net 


Post: Dy. Manager 

Company: Godavari Polymers Pvt. Ltd. 
Profile: Candidate should be M. Com or 
B. Com with CA-Inter /ICWA-Inter /CS- 
Inter. Minimum experience required is 
10 years. 

Exp: 10-12 

Location: Hyderabad 


i ae Post: Insurance Relationship and 
Email: hr@godavaripipe.com 


MECA. Mae, 

Company: Prattham Services 

Profile: Minimum 8 to10 years. (with 
last 4 to 5 years in insurance) with a 
strong hands on exposure to product 
development and marketing. Must be 
reporting directly to board level. 

Exp: 10-18 

Location: Delhi/NCR 

Email: loadcv@gmail.com 








Post: Sr. Manager- Finance 
Company: Carl F India Pvt. Ltd. 
Profile: C.A. with 10-12 years experi- 
ence in manufacturing set up, Knowl- 
edge and experience of ERP desirable. 
Minimum computer literacy in terms of 
Excel, Word and PowerPoint. 

Exp: 10-13, Location: Mumbai 

Email: hr@carlf-asia.com 








Post: Accounts Head 
Company: Sunil Hitech Engineers Ltd. 
Profile: Total 8 yrs experience out of 
which 5 yrs experience of sugar indus- 
try, knowledge of accounts till the fi- 
nalisation of balance sheet. 
Exp: 8-10 

Location: Gangakhed Parbhani 
Email: hr@sunilhitech.com 





Post: General Manager- F & A 
Company: Innsys 

Profile: Responsible for Cost Account- 
ing, Materials Control, Management Ac- 
counting, Budget preparation and Ad- 
ministration MIS and Management Re- 
ports. 

Exp: 10-15 

Location: Mumbai Suburbs 

Email: innsysjobs@gmail.com 
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-adian Political Scenario 


Good Days Are Ahead 


E his first press conference after his re-election as the Prime 
Minister on board Air India One, Manmohan Singh re- 
vealed that “when he (L K Advani) rang up on May 16 to con- 
gratulate on the election results, he expressed regret. I also 
conveyed my apologies if I had hurt him.” He also said that he 
is now looking forward to ‘close’ relations with Advani as the 
Leader of Opposition. . 

This is certainly a sea change in Indian political arena—it 
brings the much-needed freshness in the conduct of national po- 
litical parties. Both the leaders must be congratulated for their 
maturity in ushering in a new trend in Indian politics—a trend of 
candid admission of transgression from the acceptable levels of 
civil behavior committed by the prime ministerial candidates 
during electioneering, which, of course, might have been a require- 
ment of the campaigning for winning the elections. It is a good 
beginning. And, it should not end with it. It will augur well for the 
nation, if only both of them carry forward this 
new-found culture to address the challenges 
that the nation is today seized with. 

To better appreciate the significance of 
this change in the disposition of leaders rep- 
resenting the treasury and opposition in the 
new Parliament towards each other, let us 
take a peep into our political history. It has 
become a custom, perhaps, more by way of 
habit, for an opposition leader and his party 
in the Parliament to oppose each and every 
proposition made by the ruling party in its 
attempt to address a national challenge, ir- 
respective of its merit or otherwise. Such behavior of the oppo- 
sition parties in and out of the Parliament appeared as 
though mandatory. No matter, even if they were to introduce 
such a bill in the Parliament had they been sitting in the trea- 
sury benches, oppose they must, and that is what we have 
been by and large witnessing in our Parliament, ever since we 
had one of our own. 

It is not that the leaders are not aware that such behavior 
would only speak of our democracy’s immaturity. Perhaps, 
they were haunted more by a belief that Opposition means 
epposing everything that a ruling party proposes, else they 
may have no chance of winning the next elections. Or, perhaps, 
harboring an apprehensien about the maturity of the elector- 
ate to appreciate their move of supporting a ruling party’s 
proposal that merits support in a given context, they oppose 
the ruling party on every issue. Whatever be the reason, the 
nation has certainly suffered an irretrievable loss of time and 
opportunity in rebuilding itself faster. 

Today, the country’s political milieu is a changed lot— 
changed for the better. And, the 15 Lok Sabha is a vindica- 
tien of it. The Indian electorate has shown the maturity in 
sending the highest number of young MPs to 15* Lok Sabha— 
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&2 of them are below 40 years of age. Similarly, they have ser 
the highest number of women MPs, 59—ten more than th 
previous highest of 49 sent to the 13 Lok Sabha. Encourag 
ingly, the educational level of the new Parliament has als 
gone up—there is only one MP who is reported to be illiterate 
By all measures, the new Parliament represents the aspira 
tions of the emerging India. 

So, in tune with the changed mood of the nation, the leader 
must also change. For that matter, there is not much differenc: 
in the economic ideology of the two large national parties tha 
Advani and Manmohan Singh represent. Secondly, they mus 
bear in mind that after all political parties are essentially 
meant for aggregating the interests of the people—articulatior 
of people’s preferences, values and ideologies for getting ther! 
framed into policies through the Parliament. They must there 
fore cooperate with each other in steering the nation out of the 
present economic crisis, of course, inflicted by 
the global happenings. 

In this regard, the ruling party also has a 
responsibility: it must seek the support of the 
opposition party. After all, the ruling party 
must remember that it has won the seats that 
it has by hardly netting 28.99% polled votes as 
against BJP’s 19.06%. Even the combined 
polled votes of these two parties do not consti- 
tute the majority of the country’s population 
that participated in the election process. And it 
is commonsensical that in a democracy consen 
sus building requires compromise and toler 
ance. Was it not our father of the nation, Mahatma Gandhi, who 
famously postulated that “intolerance is itself a form of violence 
and an obstacle to the growth of a true democratic spirit”? That 
being the reality, the ruling party has a greater responsibility in, 
taking the opposition along with it for easily navigating the 
country through the current economic storm. 

That aside, “it is the responsiveness of government to the 
preferences of its citizens that is the key characteristic of de- 
mocracy.” It is time for us—our political parties and its lead- 
ers—to imbibe the true spirit of democracy and behave as con- 
stituents of a matured democracy. So these two leaders must 
lead the nation toward that desired change by carrying for- 
ward the maturity that they have exhibited in forgiving each 
others’ past deeds/misdeeds into the future conduct of their 
parties both in and outside the Parliament. 

Such behavior alone ensures the nation healthy and robust 
debates in the Parliament resulting in no loss of time, like 
what the nation had witnessed in the last Parliament, in 
implementing the necessary economic measures to protect the 
nation from the ills of the global meltdown. ait’ 
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rue. At Oriental Bank, the tradition of core values has not changed. Nor has the Passion or Integrity t 
you. In fact, with transparent Banking, Customer-Centric Solutions, new IT Initiatives and convenienc 
banking, we have earned the Trust, Respect and delight of millions. 
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